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The  Plan 

Practical  men,  thru  long  experience,  have  discovered 
successful  methods  of  organizing,  directing,  controlling,  and 
carrying  on  the  varied  activities  of  business. 

The  principles  underlying  these  successful  methods  have 
now  been  determined,  verified  by  investigation  in  every 
phase  of  business  practice,  organized,  and  so  presented  and 
illustrated  by  the  LaSalle  Problem  Method  that  they  can  be 
quickly  grasped  and  readily  applied  by  everyone  in  business. 

This  plan  affords  a  complete  executive  training  to  those 
desiring  it,  while  to  those  experienced  in  management  it  sup¬ 
plies  a  valuable  reference  and  consultation  service.  The 
complete  Training  Plan  and  Service  includes: 

100  Executive  Manuals  (bound  in  48  volumes)  which  state, 
explain,  and  illustrate  the  fundamental  business  principles 
as  applied  in  actual  business  practice. 

100  Special  Problems  selected  from  a  wide  range  of  busi¬ 
ness  experience  and  so  organized  that  their  solution  develops 
greater  ability  in  the  practical  application  of  fundamental 
principles. 

Instruction  and  Consultation  Service  given  by  men 
whose  special  training  and  business  experience  enable  them 
to  supply  personal  help  and  individual  counsel  and  advice. 

100  Executive  Reports  which  analyze  the  situation  as 
presented  in  each  Special  Problem,  clearly  illustrate  the 
application  of  the  principles  involved,  and  serve  as  general 
reference  reports. 

Confidential  Reports  on  personal  business  problems  pre¬ 
pared  by  the  Research  Staff  of  LaSalle  Extension  University. 

24  Lectures  selected  by  individual  choice  from  a  broad 
series  covering  selling,  accounting,  banking,  retail  mer¬ 
chandising,  etc. 

A  Monthly  Business  Bulletin  which  analyzes  the  current 
trend  of  business  conditions. 

Personal  Efficiency,  a  monthly  magazine  of  better  business. 

To  assist  you  in  getting  the  utmost  personal  benefit  that 
a  full  utilization  of  this  Plan  makes  possible,  the  Instruction, 
Consultation  and  Research  Staffs  of  the  entire  University  are 
available  at  all  times. 


President 


Copyright,  1926 
LaSalle  Extension  University 
All  Rights  Reserved  in  All  Countries 
Printed  in  the  U.  S.  A. 


The  100  Executive  Manuals 

(Bound  in  48  Volumes) 


Principles  of  Profitable 
Management 

1.  Applying  Business  Principles 

2 .  Economic  Principles  of  Management 

3.  Looking  Ahead  in  Business 

4.  Why  Purchasing  Power  Fluctuates 

5.  Directing  Sales  and  Traffic 

6.  Securing  Low-Cost  Production 

7.  Efficient  Business  Financing 

8.  Effective  Administrative  Control 

Psychology  in  Business 

9.  The  Mind  in  Business 

10.  The  Basic  Executive  Faculty 

11.  The  Four  Great  Thinking  Faculties 

12.  What  Causes  Men  to  Act 

13.  Human  Habits  and  Business 

14.  Dealing  with  Men  as  a  Group 

15.  The  Psychology  of  Advertising 

16.  The  Psychology  of  Salesmanship 

Selling  and  Sales  Management 

17.  Essentials  of  Sales  Management 

18.  Analyzing  Selling  Activities 

19.  The  Development  of  Sales  Policies 

20.  Principles  of  Personal  Salesmanship 

21.  Building  up  the  Sales  Force 

22.  Directing  and  Paying  Salesmen 

23.  Organizing  Sales  Promotion 

24.  Control  of  Selling  Costs 

Advertising  and  Marketing 

25.  Promoting  Low-Cost  Marketing 

26.  Making  Advertising  Pay  Profita 

27.  How  to  Prepare  Effective  Copy 

28.  Technique  in  Preparing  Copy 

29.  Directing  the  Advertising  Campaign 

30.  Retail  Advertising  Principles 

31.  Direct-by-Mail  Advertising 

32.  Organization  for  Advertising 

Principles  of  Production 

33.  Problems  of  Plant  Management 

34.  Organizing  for  Control 

35.  Plants  and  Equipment 

36.  Control  of  Materials 

37.  Control  thru  Planning 

38.  Control  thru  Costs 

39.  Directing  Man  Power 

40.  Wage  Plans  and  Production  Reports 

Financing  a  Business 

41.  Starting  a  New  Business 

42.  Determining  Capital  Requirements 

43.  Providing  Capital 

44.  Financia  IStatements  and  Ratios 

45.  Daily  Financing  Procedure 

46.  Budgets,  Economies,  and  Turnover 

47.  Financing  Exports  and  Imports 

48.  Financing  for  Expansion 

Credits  and  Collections 

49.  Fundamentals  of  Credit  Manage¬ 
ment 

50.  Securing  and  Using  Credit  Facts 

51.  Analysis  of  Statements 

52.  Checks  on  Credit  Information 

53.  Establishing  Credit  Policies 

54.  Fundamentals  of  Collections 

55.  Collection  Procedure 


Office  Organization  and 
Management 

56.  What  the  Office  Produces 

57.  Facilitating  Business  Dispatch 

58.  Planning  the  Office  Services 

59.  How  the  Office  Contributes  to  Con¬ 
trol 

60.  Providing  Productive  Working  Con¬ 
ditions 

61.  Developing  the  Office  Staff 

62.  Incentives  to  Effort 

63.  Executive  Control  of  the  Office 

Managing  Men 

64.  Developing  Leadership 

65.  Organizing  Personnel  Responsibili¬ 
ties 

66.  Compensation  and  Incentives 

67.  Training  Men 

68.  Keeping  the  Organization  Fit 

69.  Co-operating  in  Management 

70.  Supervision  and  Discipline 

7 1.  Holding  the  Organization 

Accounting  and  Statistical 
Control 

72.  Executive  Uses  of  Accounting 

73.  Management  and  the  Balance  Sheet 

74.  Management  and  the  Income  State¬ 
ment 

75.  Control  thru  Budgeting 

76.  Statistics  and  Quotas 

77.  Control  thru  Charts 

78.  Control  thru  Reports 

Business  Correspondence 

79.  What  Makes  a  Good  Letter 

80.  Selling  by  Letter 

81.  General  Business  Correspondence 

82.  Specia  1  Kinds  of  Letters 

83.  Effective  Use  of  Correct  English 

84.  Mechanical  Elements  in  Corre¬ 
spondence 

85.  Organizing  the  Correspondence 

Organization  &  Reorganization 

86.  Individual  and  Partnership  Or¬ 
ganization 

87.  Corporations  and  Business  Trusts 

88.  How  to  Form  a  New  Corporation 

89.  Rights  of  Owners  and  Creditors 

90.  Establishing  Corporate  Procedure 

9 1 .  Procedure  in  Reorganization  [ I  ] 

9 2 .  Proced ur e  i n  Reorganization  [II] 

Legal  Problems 

93.  Making  Valid  Contracts  [I ] 

94.  Making  Valid  Contracts  [II] 

95.  The  Law  of  Sales 

96.  Settlements  and  Adjustments 

97.  Negotiable  Instruments 

98.  Obtaining  Legal  Security 

99.  Employer-Employe  Relations 

100.  Government-Business  Relations 

Practical  Reference  Guide 

Outline  of  Business  Activities 
General  Index  of  Business 
Digest  of  Management  Principles 


LA  SALLE  EXTENSION  UNIVERSITY  is  particularly  indebted  to 
the  following  business  executives,  professional  men,  and  educators, 
who  have  reviewed,  commented  upon,  criticized,  made  suggestions 
for,  or  contributed  otherwise  from  their  successful  experience,  study,  and 
broad  observation  to  the  various  executive  manuals  comprising  the  basic 


study  and  reference  material  of  this 
Irving  R.  Allen,  Vice  President 

Critchfield  &  Company 

Col.  George  D.  Babcock,  formerly 
Manufacturing  Executive 
The  Holt  Manufacturing  Co. 

William  R.  Basset,  Chairman  of 
Board 

Miller,  Franklin,  Basset  &  Co. 

New  York  City 

William  Bethke,  M.A.,  Educa¬ 
tional  Director  % 

LaSalle  Extension  University 

James  H.  Bliss,  Comptroller 

Libby,  McNeill  &  Libby 

Millar  Brainard,  Vice  President 

First  National  Bank  of  Boston 

Wm.  B.  Castenholz,  C.P.A. 

Oastenholz  &  Dittmar 
Certified  Public  Accountants 

William  R.  Dawes,  Vice  President 
Central  Trust  Company  of  Illinois 

Henry  S.  Dennison,  President 

Dennison  Manufacturing  Co. 

Hltgo  Diemer,  M.E.,  Director  of 
Management  Courses 

LaSalle  Extension  University 

Bartley  J.  Doyle,  President 
Keystone  Publishing  Company 
Philadelphia 

W.  W.  Everett,  Vice  President 

Woodward  &  Lothrop 
Washington,  D.  C. 

B.  A.  Franklin,  Vice  President 

Strathmore  Paper  Company 

Frederick  A.  Gaby,  Chief  Engineer 

Hydro-Electric  Power  Commission 
of  Ontario 

J.  A.  Glascock,  Superintendent 

P.  Lorillard  Company,  Inc. 

Richmond,  Ya. 

W.  P.  G.  Harding,  Governor 
Federal  Reserve  Bank  of  Boston 

Harry  Arthur  Hopf,  M.B.A. 

H.  A.  Hopf  Company,  Management 
Engineers,  New  York  and  Chicago 


complete  business  service. 

Alba  B.  Johnson,  formerly  Chair¬ 
man  of  Board 

Baldwin  Locomotive  Works 

Lewis  B.  Jones,  Vice  President 

Eastman  Kodak  Company 

Henry  P.  Ivendall,  Treasurer 
Kendall  Mills,  Inc. 

H.  R.  Kern,  Collection  Manager 
Hart  Schaffner  &  Marx,  Chicago 

John  McHugh,  Chairman  of  the 
Executive  Committee 

Chase  National  Bank 
New  York  City 

Saunders  Norvell,  President 

Remington  Arms  Company 

J.  C.  Penney,  Chairman 
J.  C.  Penney  Company 

P .  G.  A.  Phillips,  First  Vice  Presi¬ 
dent 

American  Multigraph  Co. 

E.  E.  Ramsey,  Vice  President  and 
General  Manager 

Hazelhurst  Motor  Car  Co. 

R.  G.  Rhett,  President 
Peoples  National  Bank,  Charleston 

R.  C.  Samsel,  A.B.,  J.D.,  Dean  De¬ 
partment  of  Law 

LaSalle  Extension  University 

Edward  M.  Skinner,  Vice  Presi¬ 
dent  and  General  Manager 
Wilson  Brothers,  Chicago 

E.  M.  Statler,  Late  President 

Hotel  Statler  Company,  Inc. 

Ernest  T.  Trigg,  President  and 
General  Manager 
John  Lucas  &  Co.,  Inc,,  Philadelphia 

Robert  R.  Updegraff,  Member 

Ray  D.  Lillibridge,  Inc.,  Advertising 
New  York  City 

George  M.  Verity,  President 

The  American  Rolling  Mill  Co. 

R.  S.  White,  Collection  Manager 

American  Steel  &  Wire  Co. 


LA  SALLE  EXTENSION  UNIVERSITY  is  also  indebted  to  the  fol- 
lowing  business  executives,  professional  men,  and  educators.  Some 
J  have  reviewed,  made  suggestions  for,  or  contributed  otherwise  to 
the  various  manuals  of  this  Management  Service.  Others  have  co¬ 
operated  with  LaSalle  Staffs  in  the  preparation  of  reports  and  practical 
talks  on  business  problems  and  important  current  developments,  which 
supplement  the  100  Executive  Manuals. 


H.  D.  Anger 

Elliott,  Hume,  McKague  &  Anger 
Toronto,  Ontario,  Canada 

Cecil  S.  Ashdown,  Vice  President 
Remington  Typewriter  Co. 

Alexander  S.  Banks,  C.P.A. 

Leslie,  Banks  &  Co. 

Certified  Public  Accountants 
New  York 

K.  K.  Bell,  Vice  President  and 
General  Manager 

Calumet  Baking  Powder  Co. 

Ernest  Ludlow  Bogart,  Ph.D. 
Head  of  Department  of  Economics 
University  of  Illinois 

Homer  J.  Buckley,  President 
Buckley,  Dement  &  Co. 

Theodore  E.  Burton,  LL.D. 

United  States  Senator 

Wayne  E.  Butterbaugh,  Associate 
Professor  of  Transportation 
University  of  Minnesota 

Charles  M.  Cartwright,  .  Manag¬ 
ing  Editor 

“The  National  Underwriter” 

Frank  W.  Dignan,  Ph.D.,  Corre¬ 
spondence  Counselor 

LaSalle  Extension  University 

Archer  Wall  Douglas,  formerly 
Chairman  Committee  on  Statistics 
Chamber  of  Commerce  of  the  U.  S. 

T.  Coleman  duPont,  Capitalist 
New  York  City 

DeWitt  Carl  Eggleston,  C.P.A., 
LL.B.,  Member 

Klein,  Hinds  &  Finke,  New  York 

James  W.  Good,  Secretary  of  War 
Louis  Guenther,  Editor 

“Financial  World,”  New  York 

Arthur  B.  Hall,  A.B. 

Hall  &  Ellis,  Real  Estate,  Chicago 

Arthur  Holmes,  Ph.D.,  Professor 
of  Psychology 

University  of  Pennsylvania 


B.  Olney  Hough,  formerly  Editor 
“American  Exporter” 

Percy  H.  Johnston,  President 

Chemical  Bank  &  Trust  Co. 

New  York 

E.  H.  Kastor 

H.  W.  Kastor  &  Sons  Advertising 
Company,  Chicago 

Wm.  D.  MacClintock,  Professor  of 
English 

University  of  Chicago 
T.  D.  McGregor,  Vice  President 

Edwin  Bird  Wilson,  Inc.,  Advertising 
New  York  City 

Paul  H.  Nystrom,  Ph.D.,  Professor 
of  Marketing 

Columbia  University 
Formerly  Director,  Associated 
Merchandising  Corporation 

Alexander  H.  Revell,  President 

Alexander  H.  Revell  &  Company 

George  E.  Roberts,  Vice  President 

National  City  Bank,  New  York 

Maurice  H.  Robinson,  Ph  D.,  Pro¬ 
fessor  of  Economics 
University  of  Illinois 

Stanley  H.  Rose,  Vice  President 
American  Safan  Corporation 
New  York  City 

Oliver  J.  Sands,  President 

American  National  Bank,  Richmond 

Charles  M.  Schwab 

Bethlehem  Steel  Corporation 

Monroe  A.  Smith,  Jr.,  Director  of 
Personnel 

U.  S.  Gypsum  Company 

H.  Parker  Willis,  Ph.D.,  Editor 

“New  York  Journal  of  Commerce” 
Formerly  Secretary,  Federal  Reserve 
Board 

John  North  Willys,  President 

Willys-Overland  Company 

Walter  F.  Wyman,  Sales  and  Ex¬ 
port  Manager 

The  Carter’s  Ink  Company 


CONTENTS 

HOW  TO  FORM  A  NEW  CORPORATION 
Part  I 

Page 
.  2 
2 

.  2 

O 

.  6 
.  4 
.  5 

.  6 

.  ri 
.  '( 

Part  II 


The  Preliminary  Steps 

The  Subscription  Contract . 

The  Incorporation  Agreement . 

The  Corporation  Must  Confirm  Preorganization  Agreements. . . 

When  a  Proposed  Incorporation  Is  Not  Carried  Thru . 

Deciding  on  the  Place  of  Incorporation . 

The  Legal  Process  in  Forming  a  Corporation . 

The  Application  for  the  Charter . 

Certifying  and  Recording  the  Charter . 

The  First  Organization  Meeting . 


Working  Out  the  By-Laws 


Who  Formulates  the  By-Laws? .  10 

What  the  By-Laws  Should  Contain .  11 

The  Corporation  Stock .  11 

Treasury  Stock .  12 

Unissued  Stock .  13 

Full-Paid  and  Nonassessable  Stock .  1-t 

The  Stockholders’  Meetings .  14 

Provisions  for  Dividends .  15 

Other  Financing  Provisions .  16 

Amendments  to  the  By-Laws .  17 


Part  III 


Incorporating  a  Partnership 


The  Corporate  Name .  20 

Where  Additional  Capital  Is  Needed .  21 

Where  Additional  Shareholders  Are  Desired .  22 

Taking  Over  the  Partnership  Property .  23 

Methods  of  Capitalization . .  .  23 

Establishing  the  Directorate .  25 

Securing  the  Permanency  of  the  Directorate .  25 

Using  the  Voting  Trust .  26 

The  Use  of  Classified  Stock . 27 

Delegation  of  Authority .  29 

Check-up  on  Principles .  31 

Planning  a  New  Corporation — Problem  88 .  34 


HOW  TO  FORM  A  NEW  CORPORATION 

Part  I 

The  Preliminary  Steps 


CORPORATE  organization  may  be  promoted  by 


the  voluntary  action  of  a  group  of  persons  who 


meet  by  agreement  and  take  the  preliminary  steps 
toward  petitioning  the  state  for  a  charter  of  incorporation 
for  the  proposed  business  enterprise. 

A  corporation  may  also  be  promoted  by  one  person 
who  devotes  his  tune  to  formulating  a  plan  of  organiza¬ 
tion,  securing  the  necessary  subscribers  for  the  capital 
stock,  and  arranging  all  other  details  required  by  the 
state  before  it  will  grant  a  corporate  charter.  The  work 
of  such  a  promoter  embraces  four  tasks: 

1.  Finding  the  opportunity  for  undertaking  a  new  business 
enterprise. 

2.  Making  the  plan. 

3.  Securing  the  necessary  capital. 

4.  Providing  efficient  management  for  the  beginning  of  the 
corporation. 

Finding  an  opportunity  and  making  a  plan  for  a  new 
business  enterprise  that  will,  in  all  probability,  be  profit¬ 
able  if  efficiently  organized  and  managed,  is  a  task  that 
requires  judgment  and  vision  based  upon  experience, 
study,  and  broad  training. 

As  to  the  task  of  raising  the  capital  for  a  new  corpora¬ 
tion,  there  are  two  methods.  One  is  to  conduct  a  pre¬ 
liminary  campaign  to  secure  subscribers  to  the  stock  of 
the  proposed  corporation  and  then  proceed  with  the  in¬ 
corporation  of  the  business.  The  other  method  is  to 
organize  the  corporation  first,  take  over  certain  assets, 
and  then  start  selling  stock. 

Let  us  analyze  the  steps  to  be  followed  when  the 
method  of  securing  preliminary  subscriptions  to  the 
stock  of  a  corporation  is  employed. 
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The  Subscription  Contract.  It  is  necessary,  first,  to  pre¬ 
pare  a  written  agreement  to  be  signed  by  those  who 
desire  to  purchase  stock  in  the  new  corporation  when  it 
is  formed.  Generally,  these  agreements  are  not  legally 
binding  until  the  corporation  has  been  chartered.  Until 
that  time  the  subscription  contract  is  merely  an  expres¬ 
sion  of  intention  to  purchase  a  certain  portion  of  the 
stock  of  the  proposed  corporation  when  that  stock  is 
issued.  Even  after  the  corporation  has  been  chartered 
there  is  a  further  step  which  must  be  taken  before  the 
subscription  contract  is  binding.  Then — 

Either  tacit  or  real  acceptance  of  the  subscription 
agreement  by  the  corporation  makes  the  agreement 
binding  on  both  the  subscriber  and  the  corporation. 

As  soon  as  the  corporation  begins  its  legal  corporate 
existence,  the  preliminary  subscriber  to  its  stock  is  gen¬ 
erally  held  to  be  a  stockholder  in  the  absence  of  a  rejec¬ 
tion  of  his  application,  even  if  the  subscriber  does  not  at 
once  receive  his  stock  certificate. 

A  subscriber  need  not  be  one  of  the  incorporators  of 
the  company;  but  a  generally  accepted  rule  makes  it  nec¬ 
essary  for  an  incorporator  to  be  a  subscriber. 

The  Incorporation  Agreement.  Inasmuch  as  the  corpor¬ 
ation  is  usually  conceived  by  some  group  of  persons,  it 
follows  that  they  have  mutually  agreed  on  the  nature  of 
the  proposed  corporation — how  it  is  to  be  organized  and 
how  it  is  to  be  managed.  The  prospectus  used  in  secur¬ 
ing  subscription  contracts  contains  a  rather  full  descrip¬ 
tion  of  these  plans.  The  salient  features  are  embodied 
in  the  subscription  agreements;  and  therefore — 

Inasmuch  as  any  material  deviation  from  the  pro¬ 
posed  plans  as  embodied  in  the  subscription  agree¬ 
ment  releases  the  subscriber,  it  is  imperative  that  the 
proposed  plans  be  actually  carried  out. 

The  Corporation  Must  Confirm  Preorganization  Agree¬ 
ments.  No  matter  what  agreements  may  have  been  made 
between  the  incorporators,  they  are  not  binding  on  the 
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corporation  unless  they  are  adopted  by  it  after  it  comes 
into  existence.  For  example,  the  partners  of  a  wholesale 
grocery  decided  to  incorporate.  One  of  the  partners 
stated  that  he  would  give  his  consent  only  on  the  condi¬ 
tion  that  the  corporation  purchase  from  him  the  land 
and  building  which  had  housed  the  partnership.  The 
other  partners  agreed  to  this.  But  after  the  corporation 
was  formed,  the  majority  of  the  board  of  directors  de¬ 
cided  to  build  on  a  different  site.  It  was  held  by  the 
court  that  the  partner  had  been  willing  to  incorporate, 
and  the  fact  that  the  provision  had  not  been  accepted 
by  the  corporation  after  it  was  organized,  left  him  with¬ 
out  grounds  for  a  law  suit.  It  is  well  to  remember  that — 
No  preincorporation  agreements  are  binding  unless 
these  agreements  are  actually  ratified  or  adopted  by 
the  corporation  after  it  comes  into  existence. 

We  can'  see  the  advisability  of  including  in  a  preincor¬ 
poration  agreement  a  statement  that  the  agreement  will 
not  be  binding  unless  duly  ratified  by  the  corporation. 

When  a  Proposed  Incorporation  Is  Not  Carried  Thru. 

Promoters  often  attempt  to  form  corporations  which,  for 
one  reason  or  another,  do  not  eventually  materialize. 
Stock  subscriptions  are  secured,  tentative  contracts  are 
entered  into  on  behalf  of  the  proposed  corporation,  and 
then  something  happens  and  the  corporation  does  not 
actually  come  into  existence.  In  this  event,  all  the  stock 
subscription  agreements  are  terminated  and  the  unex¬ 
pended  portions  of  payments  made  in  accordance  with 
these  agreements  are  returnable  to  the  subscribers. 

But  contracts  entered  into  with  outsiders  by  the  pro¬ 
moter,  on  behalf  of  the  proposed  corporation,  are  not  so 
treated.  The  status  of  these  contracts  is  decided  by  a 
strict  interpretation  of  the  intent  of  the  promoter  and  of 
those  with  whom  his  contracts  were  made.  If  those  with 
whom  he  contracted  understood  clearly  that  the  fulfill¬ 
ment  of  the  contract  was  contingent  upon  actual  incor¬ 
poration,  the  contracts  would  be  canceled.  But  if  the 
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promoter  led  the  other  parties  to  believe  that  a  state  of 
incorporation  existed,  the  promoter  would  be  personally 
liable.  To  protect  himself  in  making  contracts  in  antici¬ 
pation  of  the  incorporation  of  a  company,  the  promoter 
should  be  careful  to  make  the  contracts  in  the  name  of 
the  proposed  corporation  and  to  show  on  their  face  that 
the  corporation  is  not  yet  in  existence.  He  should  be 
careful  also  that  the  agreements  are  such  as  the  corpora¬ 
tion  can  and  will  adopt. 

A  promoter  must  bear  in  mind  the  fact  that,  whether 
or  not  the  corporation  is  completed — 

Promoters  are,  in  general,  personally  liable  for  the 
results  of  any  misrepresentation  made  by  them. 

A  promoter  should  also  remember  that  all  the  contracts 
and  agreements  which  he  makes  are  personal  obligations 
until  they  have  been  accepted  and  ratified  or  adopted  by 
the  corporation  after  it  comes  into  existence,  and  that 
even  then  he  is  not  released  from  liability.  Of  course,  if 
incorporation  is  not  completed,  the  subscribers  and  others 
with  whom  the  promoter  may  have  made  contracts,  will 
look  to  the  promoter  for  reimbursement. 

Deciding  on  the  Place  of  Incorporation.  In  the  case  of 
an  ordinary  corporation  desiring  to  engage  in  a  business 
of  a  general  nature  it  is  necessary  to  secure  a  charter 
from  one  of  the  states.  The  logical  state  in  which  to 
incorporate  is  the -one  in  which  the  principal  place  of 
business  of  the  proposed  corporation  is  to  be  located.  But 
there  are  several  important  points  to  consider  in  select¬ 
ing  a  state  in  which  to  incorporate,  and  some  of  these 
considerations  often  make  it  advisable  to  incorporate  in 
some  state  other  than  the  one  in  which  the  corporation 
will  have  its  sphere  of  greatest  activity.  Among  these 
considerations  are: 

1.  The  rate  of  corporation  taxation. 

2.  The  laws  regulating  corporations. 

3.  The  operating  latitude  allowed. 

4.  The  cost  of  incorporation. 
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5.  The  capital  stock  requirements. 

6.  The  need  for  maintaining  an  actual  place  of  business  in  the 
state  of  incorporation. 

7.  The  duration  of  life  of  the  corporation. 

8.  The  conditions  that  must  be  complied  with  by  a  foreign 
corporation  to  obtain  a  license  to  do  business  in  the  state 
where  it  is  planned  to  conduct  the  business. 

9.  The  taxes  payable  by  the  stockholders  on  their  stock  hold¬ 
ings. 

The  selection  of  a  state  in  which  to  incorporate  re¬ 
solves  itself  into  a  process  of  weighing  the  relative  advan¬ 
tages  of  one  state  against  another.  One  state  may  have 
a  low  corporation  tax  but  may  regulate  too  stringently 
the  corporate  activities  in  financing  the  business.  An¬ 
other  may  be  less  stringent  in  regulating  corporate  activi¬ 
ties,  but  have  capital-stock  requirements  that  cannot 
easily  be  met. 

A  new  business  should  be  incorporated  in  the  state 
where  the  greatest  net  advantage  is  to  be  gained,  and 
not  necessarily  in  the  state  where  the  business  is 
being  promoted. 

While  some  states  have  very  rigid  laws  regulating  cor¬ 
porations  and  others  are  lenient,  there  is  one  important 
question  which  cannot  be  answered  with  any  degree  of 
assurance,  namely,  What  are  the  state’s  future  corporate 
regulations  going  to  be?  This  question,  however,  can  be 
answered,  to  an  extent,  by  reference  to  past  and  present 
regulations,  and  to  the  trend  of  political  and  economic 
thought  in  that  state. 

The  Legal  Process  in  Forming  a  Corporation.  Each  state 
has  its  own  routine  method,  prescribed  in  its  corporation 
laws,  which  regulates  the  procedure  of  those  who  desire 
to  obtain  a  charter.  This  process,  while  not  uniform  in 
routine  details,  usually  embodies  the  following  steps: 

1.  Obtaining  the  required  number  of  persons  qualified  to  in¬ 
corporate,  as  prescribed  by  law. 

2.  Application  for  a  charter. 
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3.  Certifying  and  recording  the  charter. 

4.  An  organization  meeting  of  the  stockholders. 

The  laws  of  the  several  states  vary  with  regard  to  the 
number  of  people  necessary  to  form  a  corporation.  The 
usual  minimum  requirement  is  three  persons.  The  maxi¬ 
mum  number  permissible  varies  widely.  Some  states  also 
require  that  a  certain  percentage  of  the  incorporators  be 
actual  residents  of  the  state  in  which  incorporation  is 
effected.  It  is  often  most  convenient  to  have  only  the 
legal  minimum  number  of  incorporators. 

The  Application  for  the  Charter.  The  application  for  a 
charter  must  conform  to  the  state  incorporation  laws. 
Usually  this  application  must  be  made  up  of: 

1.  A  statement  of  the  powers  and  privileges  that  the  incor¬ 
porators  desire  to  have  conferred  by  the  state. 

2.  The  offer  of  payment  of  the  taxes  and  fees  required  by 
the  state  for  incorporation. 

3.  Submission  of  all  other  documents  required  by  the  state, 
properly  made  up. 

As  the  charter  is  the  grant  of  powers  and  privileges  to 
the  corporation  by  the  state,  the  state’s  requirements 
must  all  be  rigidly  complied  with  before  it  will  grant  a 
charter.  In  an  application  for  a  corporate  charter,  some 
of  the  usual  requirements  are  the  name  of  the  corpora¬ 
tion,  the  purpose  of  the  corporation,  the  term  of  its  exist¬ 
ence,  the  principal  place  of  business,  the  number  of  di¬ 
rectors,  and  the  amount  and  kinds  of  capital  stock  to  be 
issued.  Some  states  require  that  a  certain  proportion  of 
the  authorized  capital  stock  of  the  proposed  corporation 
be  paid  up  in  full  before  the  application  for  a  charter 
can  be  acted  upon. 

The  application  for  a  corporation  charter  should,  as 
a  rule,  he  drawn  up  by  a  competent  lawyer  who 
knows  all  the  state’s  requirements. 

After  the  application  for  the  corporate  charter  has 
been  written  and  prepared  in  its  final  form,  it  must  be 
acknowledged  and  signed  by  the  incorporators  before  a 
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notary  public  or  some  designated  officer  of  the  state.  If 
the  application  has  been  properly  made  out  and  the  re¬ 
quired  fees  have  been  paid,  incorporation  then  usually 
follows  as  a  matter  of  course. 

Certifying1  and  Recording  the  Charter.  As  soon  as  the 
application  for  a  corporation  charter  has  been  received 
by  the  state,  it  is  closely  examined  by  some  competent 
officer  designated  by  the  state  to  see  that  it  conforms 
with  all  the  legal  requirements.  If  it  is  found  acceptable 
in  every  respect,  the  charter  is  then  granted,  and  usually 
three  certified  copies  of  it  are  made  and  distributed  as 
follows : 

1.  One  copy  to  the  incorporators. 

2.  One  copy  to  the  clerk  of  the  county  in  which  the  principal 
office  of  the  corporation  is  located. 

3.  One  copy  to  the  secretary  of  state. 

The  copies  going  to  the  county  clerk  and  secretary  of 
state  are  available  for  inspection  by  anyone  who  desires 
to  see  them.  This  provision  is  made  so  that  those  who 
have  dealings  with  the  corporation  may  know  the  scope 
of  its  powers  and  privileges. 

The  First  Organization  Meeting.  Some  states  require 
that  the  names  of  the  first  board  of  directors  be  contained 
in  the  application  for  a  charter.  In  such  states  this 
board  serves  until  the  first  stockholders’  meeting.  In 
those  states  which  do  not  require  a  list  of  the  directors 
prior  to  the  issuance  of  a  charter,  the  directors  are  elected 
at  the  first  meeting  of  the  stockholders. 

When  the  charter  has  been  received  by  the  incorpora¬ 
tors,  they  should  proceed,  wuthout  undue  delay,  to  per¬ 
fect  their  financial  organization  and  prepare  plans  for  an 
operating  organization.  They  should  call  a  meeting  of 
the  stockholders  by  sending  a  notice  to  each  stockholder. 
This  notice  gives  the  time  and  place  of  the  first  stock¬ 
holders’  meeting  and  outlines  briefly  the  nature  of  the 
business  to  be  transacted  at  the  meeting.  The  usual  pro- 
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cedure  of  the  first  meeting  of  the  stockholders  is  as  fol¬ 
lows: 

1.  Acceptance  of  the  charter. 

2.  Framing  and  adopting  the  by-laws. 

3.  Election  of  the  board  of  directors. 

4.  Acceptance  of  stock  subscriptions. 

5.  Exchange  of  assets  to  the  corporation  for  stock. 

The  acceptance  of  the  charter  is  a  mere  formality.  But 
the  framing  of  the  by-laws  is  an  important  matter;  it  will 
be  covered  in  detail  later  on  in  this  manual. 

The  board  of  directors  is  elected  by  the  stockholders, 
as  explained  in  the  preceding  manual.  In  electing  the 
first  board  of  directors,  the  stockholders  should  aim  to 
select  men  who  have  organizing  ability,  because  it  is 
usually  the  function  of  directors  to  appoint  officers  of 
the  corporation  and  supervise  the  building  of  an  organ¬ 
ization  for  carrying  on  the  business.  After  the  corpora¬ 
tion  has  been  operating  for  a  period  of  time  the  need  for 
marked  organizing  ability  within  the  board  of  directors 
may  not  be  so  great. 

The  acceptance  of  preorganization  stock  subscriptions 
and  the  authorization  to  issue  stock  to  these  subscribers 
are  usually,  like  the  acceptance  of  the  charter,  mere  for¬ 
malities.  However,  the  assets  (other  than  money)  ac¬ 
cepted  by  the  corporation  in  exchange  for  stock  should 
receive  close  scrutiny.  These  assets  should  be  accepted 
only  at  a  fair  valuation,  always  holding  in  mind  that — 
Assets  taken  in  exchange  for  stock  should  have  a 
value  to  the  corporation  at  least  equal  to  the  value 
of  the  stock  paid  for  them  or,  if  the  stock  has  no  par 
value,  to  a  value  at  least  equal  to  the  price  at  which 
the  stock  has  been  authorized  to  be  sold. 

After  the  stockholders’  meeting  is  over,  the  directors 
usually  meet  to  familiarize  themselves  with  the  rules 
and  conditions  contained  in  the  by-laws,  and  to  elect  the 
officers  of  the  corporation. 

In  Part  II,  we  shall  outline  in  detail  the  various  points 
that  should  be  covered  in  the  by-laws  of  a  corporation. 
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Part  II 

Working  Out  the  By-Laws 


CORPORATION  is  regulated  in  its  operation  by: 

1.  The  Federal  and  state  laws. 

2.  The  charter  of  the  corporation. 

3.  The  by-laws  of  the  corporation. 


The  Federal  regulations  are  more  in  the  nature  of 
regulations  of  business  than  regulations  of  corporations, 
and  some  of  them  will  be  considered  in  Executive  Man¬ 
ual  100.  The  statutory  regulations  governing  corpora¬ 
tions  vary  in  different  states,  as  previously  pointed  out ; 
and  the  main  features  of  a  corporate  charter  have  been 
mentioned.  The  by-laws  of  a  corporation  have  also  been 
touched  upon  previously,  but  we  should  now  gain  a  more 
complete  understanding  of  their  intent  and  content; 
for — 


The  hy-laws  of  a  corporation  embody  details  of  in¬ 
ternal  management,  organization,  and  procedure,  that 
are  not  contained  in  the  state  laws  or  in  the  corpo¬ 
rate  charter. 

The  by-laws  serve  as  a  guide  for  regulating  the  inter¬ 
nal  government  of  the  corporation  and  for  formulating 
the  business  policies  to  be  followed.  The  by-laws  may  be 
said  to  be  the  self-imposed  law  of  the  corporation. 

In  another  manual  we  emphasized  the  point  that  in  a 
partnership  agreement  the  rights  of  the  partners  should 
be  clearly  defined  and  their  relationship  to  each  other 
established  so  clearly  that  there  will  be  no  future  misun¬ 
derstanding.  This  need  for  a  clear-cut  understanding  as 
to  authority,  rights,  and  procedure  is  just  as  necessary  in 
a  corporation.  In  a  partnership  there  are  relatively  few 
people  whose  interests  are  at  stake,  while  in  a  corpora¬ 
tion  the  interests  of  thousands  of  stockholders  may  be 
adversely  affected  by  a  disagreement. 
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In  constructing  a  set  of  by-laws,  we  must  remember 
that  the  scope  of  powers  granted  to  any  group  or  indi¬ 
vidual  must  fall  within  the  scope  of  powers  granted: 

1.  By  the  statutes  of  the  state  in  which  incorporation  is  se¬ 
cured. 

2.  By  the  charter  of  the  corporation. 

for — 

In  the  case  of  a  conflict  between  the  by-laws  and  the 
state  laws  or  the  charter,  the  provisions  of  the  state 
laws  or  of  the  charter  must  be  followed. 

Charters  usually  provide  for  organization  features 
which  will  be  fairly  permanent;  the  less  permanent  fea¬ 
tures  are  reserved  for  the  by-laws,  since  the  latter  can 
more  easily  be  amended. 

Who  Formulates  the  By-Laws?  In  view  of  the  fact  that 
the  primary  object  of  the  by-laws  is  to  protect  the  stock¬ 
holders,  it  may  seem  as  tho  the  stockholders  should  origi¬ 
nate  the  by-laws;  but  this  is  not  always  the  case.  While 
it  is  true  that,  in  the  majority  of  the  states,  the  power 
to  adopt  or  amend  the  by-laws  is  vested  in  the  stock¬ 
holders,  several  notable  exceptions  may  be  mentioned. 
In  Illinois,  the  directors  of  a  corporation  have  the  power 
to  make  the  by-laws  without  consulting  the  stockholders. 
A  number  of  states  permit  the  directors  to  make  and 
amend  the  by-laws  if  a  clause  giving  them  this  power  is 
embodied  in  the  charter. 

We  can  readily  see  that  this  power  of  making  the  by¬ 
laws  is  an  important  factor  not  only  from  the  point  of 
view  of  the  organizers  of  a  corporation,  but  also  from 
the  viewpoint  of  the  stockholders.  Where  this  power  is 
vested  in  the  directors,  the  stockholders  lose  much  of 
their  power  of  control  over  the  management  and  operat¬ 
ing  policies  of  the  corporation. 

The  confidence  of  stockholders  is  best  won  by  giving 
them  a  voice  in  formulating  the  business  policies  and 
in  selecting  the  management  of  a  corporation. 

The  recognition  of  this  principle  seems  to  necessitate 
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the  active  participation  of  the  stockholders  in  the  mak¬ 
ing  of  the  by-laws  even  tho  legally  it  might  not  be  neces¬ 
sary  to  consult  them. 

What  the  By-Laws  Should  Contain.  In  general,  the  by¬ 
laws  provide,  among  other  things,  fairly  specific  rules 
and  regulations  in  regard  to: 

1.  The  stock. 

2.  The  stockholders. 

3.  The  directors. 

4.  The  officers. 

5.  The  dividends  and  finance. 

6.  The  amendments. 

The  rights  and  duties  of  the  directors  and  the  officers 
of  a  corporation  were  discussed  in  a  previous  manual. 
Here  we  shall  consider  in  some  detail  the  other  four  mat¬ 
ters  ordinarily  covered  in  the  by-laws — first  emphasizing 
the  fact  that — 

The  by-laws  are  always  subordinate  to  the  provisions 
of  the  corporate  charter  and  should  be  supplemen¬ 
tary  to  that  document. 

If  the  charter  is  full  and  explicit  on  any  point,  that 
topic  may  be  omitted  from  the  by-laws.  If  the  charter 
fails  to  make  provision  for  any  matter  that  is  essential 
to  the  proper  organization  and  conduct  of  the  corpora¬ 
tion,  that  matter  should  be  covered  in  the  by-laws 
whether  it  is  in  the  above  list  of  requisites  or  not. 

The  Corporation  Stock.  Most  states  have  statutory 
regulations  governing  the  issuance  and  transfer  of  stock 
certificates.  But  even  tho  these  statutes  exist,  they 
should  be  summarized  in  the  by-laws  in  order  to  prevent 
future  misunderstandings  regarding  their  applicability  or 
interpretation. 

It  is  usual  to  provide  in  the  by-laws  that  certificates  of 
stock  shall  be  issued  to  those  who  have  paid  in  full  for 
the  stock  subscribed  to.  It  is  also  usual  to  provide  for 
the  issuance  of  receipts  to  those  who  have  subscribed  for 
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stock  but  who  have  not  completed  their  payments  on  it. 
It  is  often  provided  that  the  stock  certificates  must  be 
signed  by  the  president  and  the  secretary,  with  the  cor¬ 
poration  seal  affixed. 

Regulations  should  be  included  in  the  by-laws  govern¬ 
ing  the  transfer  of  stock  and  directing  that  books  be  kept 
for  the  purpose  of  recording  the  issuance  and  transfer  of 
stock  certificates.  We  have  already  discussed  the  impor¬ 
tance  of  the  stock  transfer  record  as  a  means  of  deciding 
who  is  entitled  to  vote.  The  date  upon  which  the  trans¬ 
fer  book  shall  be  closed  pending  the  distribution  of  a  divi¬ 
dend  or  previous  to  a  meeting,  should  be  definitely  stated 
in  the  by-laws,  so  that  stockholders  may  be  acquainted 
with  their  voting  and  dividend  rights. 

In  deciding  on  the  by-laws  governing  the  transfer  of 
stock,  it  is  imperative  that  the  statutes  of  the  state 
in  which  incorporation  is  secured,  as  well  as  of  the 
state  in  which  the  principal  office  of  the  corporation 
is  located,  be  studied  so  that  no  conflict  shall  occur. 

Provisions  should  be  made  covering  the  loss  of  stock 
certificates.  Losing  stock  certificates  is  not  an  unusual 
occurrence.  When  a  loss  occurs,  it  is  only  reasonable  to 
expect  the  corporation  to  demand  some  safeguard,  such 
as  an  indemnity  bond,  for  its  own  protection  prior  to  the 
issuance  of  substitute  certificates. 

The  charter  should  give  the  details  of  the  various  capi¬ 
tal  stock  issues  of  the  corporation  and  outline  the  priority 
of  claims  of  each  kind  of  stock  on  the  assets  of  the  cor¬ 
poration.  There  are  three  conditions  of  a  corporation 
stock,  however,  that  are  not  dealt  with  in  the  charter, 
and  the  rules  governing  these  things  may  be  covered  in 
the  by-laws.  These  are: 

1.  Treasury  stock. 

2.  Unissued  stock. 

3.  Full-paid  and  nonassessable  stock. 

Treasury  Stock.  Treasury  stock  consists  of  shares  that 
are  owned  by  the  corporation  itself.  They  may  be  put 
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into  the  treasury  by  gift,  forfeiture,  or  sale  to  the  cor¬ 
poration.  While  held  in  the  treasury,  this  stock  is  not 
entitled  to  dividends  or  voting  privileges. 

The  rules  governing  treasury  stock  should  be  clearly 
defined  in  the  by-laws.  It  is  customary  to  specify 
that  directors  are  forbidden  to  vote  or  pay  dividends 
on  such  shares. 

Treasury  stock  is  sometimes  sold  for  the  purpose  of 
raising  more  working  capital.  This  is  often  done  in  the 
promotion  of  mining  properties.  Certain  persons  organ¬ 
ize  a  mining  corporation.  They  accept  shares  of  stock 
in  payment  for  their  services  or  their  property.  Then 
some  or  all  of  them  donate  a  portion  of  their  stock  to  the 
corporation,  to  be  held  as  treasury  stock.  This  treasury 
stock  can  then  be  sold  in  accordance  with  rules  of  sale 
laid  down  in  the  by-laws,  and  the  proceeds  used  as  work¬ 
ing  capital. 

Unissued  Stock.  Treasury  stock  should  be  distinguished 
from  unissued  stock.  The  latter  is  stock  which  has  been 
authorized  by  the  charter  but  has  not  been  subscribed  for 
and  issued,  while  treasury  stock  has  been  issued,  paid 
for,  and  then  reacquired  thru  donation  or  forfeit,  or  by 
purchase. 

Corporations  are  frequently  capitalized  at  a  higher 
amount  than  immediate  needs  for  capital  demand,  so 
that,  as  more  capital  is  required  for  expansion,  or  any 
other  purpose,  unissued  stock  may  be  sold  without  hav¬ 
ing  to  amend  the  charter. 

While  the  carrying  of  unissued  stock  in  the  treasury 
has  certain  advantages  if  a  quick  increase  of  capitaliza¬ 
tion  is  desired,  it  should  be  remembered  that  in  many 
states  taxes  are  paid  and  incorporation  fees  are  charged 
on  the  basis  of  capitalization,  including  unissued  as  well 
as  issued  stock.  Therefore,  in  deciding  whether  or  not 
to  maintain  a  balance  of  unissued  stock,  the  possibilities 
of  rapid  expansion  should  be  weighed  against  the  incum¬ 
brance  of  extra  taxes  and  charges. 
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Full-Paid  and  Nonassessable  Stock.  Where  stock  is 
issued  as  full-paid  and  nonassessable,  each  share,  theo¬ 
retically,  has  been  fully  paid  for  either  in  cash  or  its 
equivalent.  In  other  words,  the  assumption  is  that  every 
subscriber  has  paid  in  full  the  par  value  of  the  stock  he 
holds.  Where  stock  has  been  sold  at  less  than  its  face 
value  and  the  assets  of  the  corporation  are  consequently 
less  than  the  face  value  of  the  outstanding  stock,  then, 
in  case  of  bankruptcy,  the  creditors,  in  many  cases,  would 
receive  less  than  they  otherwise  would  from  the  sale  of 
the  assets  of  the  defunct  corporation.  But  under  such 
circumstances  the  courts  have,  upon  proof  of  this  fact, 
held  that  those  stockholders  who  have  not  paid  in  full 
for  their  “full-paid”  stock  must  do  so  now  in  order  to 
satisfy  the  claims  of  the  creditors. 

It  is  advisable,  therefore,  to  be  sure  that  outstanding 
stock  is  actually  fully  paid.  If  it  is  issued  as  full-paid 
and  nonassessable,  then,  even  tho  the  stock  were  sold  at 
less  than  its  face  value,  the  stockholders  cannot  vote  to 
assess  such  stock;  but  the  courts  may  step  in,  for  the 
benefit  of  creditors,  and  require  full  payment  on  all 
shares  that  were  not,  in  fact,  fully  paid. 

It  may  seem  as  tho  undue  emphasis  has  been  placed 
on  the  stock  regulations  in  the  by-laws,  but  these  pro¬ 
visions  are  important.  They  define  the  rights  and  re¬ 
sponsibilities  of  stockholders  and  inform  both  the  man¬ 
agement  and  the  stockholders  as  to  who  is  eligible  to 
attend  and  vote  in  stockholders’  meetings.  They  also 
safeguard  the  stockholders  against  any  irregularities  of 
a  manipulative  nature. 

The  Stockholders’  Meetings.  The  time  and  place  of  the 
annual  meeting  of  the  stockholders  are  always  provided 
for  in  the  by-laws.  It  is  also  customary  to  specify  that 
a  notice  of  the  meeting  shall  be  sent  by  the  secretary 
to  each  stockholder  of  record  far  enough  ahead  of  the 
meeting  to  give  all  of  them  an  opportunity  to  attend. 
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The  by-laws  should  also  cover  fully  the  question  of 
who  is  authorized  to  call  a  special  meeting  of  the  stock¬ 
holders — whether  the  president  may  call  it  or  whether 
the  authority  for  such  action  resides  solely  in  the  board 
of  directors.  It  is  customary,  also,  to  stipulate  in  the 
by-laws  that  the  stockholders  shall  be  notified  as  to  the 
business  to  be  brought  before  the  meeting. 

Much  confusion  is  avoided  and  a  more  harmonious  re¬ 
lationship  is  assured  if  the  presiding  officers  for  the 
stockholders’  meetings  are  specified  in  the  by-laws. 

A  specific  statement  should  be  embodied  in  the  by-laws 
setting  forth  the  method  of  voting  at  a  stockholders’ 
meeting — whether  cumulative  or  noncumulative  in  the 
election  of  directors;  also  the  minimum  number  of  shares 
of  stock  that  must  be  represented  at  the  meeting  in  order 
to  have  a  quorum.  Some  states  have  a  definite  statute 
covering  the  question  of  what  shall  constitute  a  quorum, 
but  even  so,  it  is  best  to  include  this  provision  in  the 
by-lawTs. 

A  clause  permitting  stockholders  to  be  represented  at 
the  meetings  by  proxy  should  also  be  inserted.  Some  by¬ 
laws  also  contain  a  rule  or  outline  of  procedure  for  a 
stockholders’  meeting.  This  rule  should  be  made  some¬ 
what  elastic  thru  the  provision  that  the  regular  “order 
of  business,”  as  it  is  called,  may  be  suspended  or  modi¬ 
fied  at  any  meeting. 

Provisions  for  Dividends.  Another  section  of  the  by¬ 
laws  serves  to  define  the  limitations  of  the  authority  of 
directors  with  regard  to  dividends  and  also  places  limita¬ 
tions  on  the  control  exercised  by  the  directors  over  the 
financial  policies  of  the  corporation.  It  would  be  possi¬ 
ble,  in  the  absence  of  by-laws  prohibiting  the  procedure, 
to  declare  dividends  to  be  paid  at  a  time  when  there  was 
not  enough  surplus  cash  to  take  care  of  them,  when  their 
payment  might  undermine  the  financial  strength  of  the 
corporation.  Or,  in  the  absence  of  by-laws  to  the  con¬ 
trary,  it  would  be  possible  to  declare  no  dividends  at  all, 
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even  tho  undivided  profits  were  piling  up  high  for  no 
special  purpose. 

Owing  to  the  possibilities  of  sharp  practice  developing 
and  of  unbusinesslike  policies  being  followed  (such  as 
speculation  in  the  stock  of  the  corporation  by  the  direc¬ 
tors),  most  states  have  a  statutory  rule  to  the  effect  that 
cash  dividends  shall  be  paid  only  out  of  current  assets 
and  that  the  directors  shall  be  jointly  and  severally  liable 
for  any  cash  dividends  paid  out  of  capital  assets. 

But  no  matter  how  stringently  the  directors  may  be 
regulated  by  statute  or  by  the  by-laws  of  the  corpora¬ 
tion,  it  is  well  to  remember  that — 

The  exercise  of  good  judgment  in  the  selection  of 
directors  is  the  best  way  to  assure  the  continuance  of 
a  sound  dividend  policy. 

It  is  customary  in  the  by-laws  to  specify  that  dividends 
shall  be  paid  only  out  of  the  surplus  profits.  The  direc¬ 
tors  are  usually  permitted  to  decide  on  the  amount  of 
working  capital  needed  and  to  designate  what  amount  of 
the  surplus  profits  shall  be  plowed  back  into  the  business 
either  in  the  purchase  of  additional  fixed  assets  or  as 
working  capital. 

Other  Financing  Provisions.  Dividends  are  usually  paid 
in  cash.  But  there  are  also  stock  dividends,  which  are,  in 
reality,  increases  in  the  outstanding  capitalization  dis¬ 
tributed  to  the  stockholders  from  the  unissued  stock. 
These  dividends  represent  accumulated  earnings,  all  or 
part  of  which  may  have  been  invested  in  the  physical 
assets  of  the  business.  Or  treasury  stock  may  be  issued 
as  stock  dividends. 

As  a  rule,  it  is  impractical  to  arrange  for  a  specific 
rate  of  dividend  payments,  because  of  the  difficulty  in 
predicting  future  earnings  and  future  financial  needs  of 
the  business.  Consequently,  such  regulations  in  the  by¬ 
laws  are  usually  stated  as  an  expression  of  policy  rather 
than  as  a  fixed  rule.  An  exception  should  be  noted  in  the 
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case  of  preferred  stocks,  which  carry  specified  dividend 
rates. 

The  surplus  available  for  dividends  can  be  controlled 
to  some  extent  by  those  who  have  the  power  of  deciding 
what  amount  of  working  capital  shall  be  maintained. 
To  make  an  abuse  of  this  power  impossible,  some  by-laws 
carry  the  provision  that  the  maximum  working  capital 
shall  be  fixed  at  a  certain  percentage  of  gross  sales,  with 
the  provision  that  the  remaining  surplus  shall  be  declared 
as  a  dividend. 

While  nominally  the  financial  affairs  of  the  corporation 
are  subject  to  the  control  of  the  board  of  directors,  it  is 
common  practice  to  specify  in  the  by-laws  that  the  cash 
of  the  company  shall  be  kept  in  a  certain  bank  or  banks 
and  that  all  drafts  and  checks  drawn  on  the  corporation, 
and  all  contracts  shall  be  duly  signed  by  the  proper  offi¬ 
cers — usually  the  president  and  the  secretary  or  treasurer. 
Furthermore — 

It  is  usually  advisable  in  a  small  corporation  to 
specify  that  debts  contracted  above  a  certain  speci¬ 
fied  sum  shall  be  duly  authorized  by  a  majority  of 
the  board  of  directors. 

The  object  of  this  provision  is  to  hold  the  directors 
responsible  to  the  stockholders  should  the  management 
increase  the  obligations  of  the  corporation  unduly. 

Amendments  to  the  By-Laws.  The  by-laws  ordinarily 
contain  a  clause  providing  that  amendments  may  be 
made  by  a  majority  of  the  stockholders.  But  some  states 
have  statutes  which  provide  that  the  by-laws  shall  be 
made  and  amended  by  the  directors. 

In  Illinois,  where  the  statute  provides  that  the  by-laws 
shall  be  made  and  amended  by  the  directors,  the  amend¬ 
ment  clause  in  well-managed  corporations  contains  the 
following  provisions: 

That  proper  notice  of  a  proposed  amendment  must  be  given  by 
the  officers  and  that  the  changes  proposed  shall  go  into  effect  only 
when  considered  by  the  board  at  some  regular  meeting  and  approved 
by  a  specified  majority. 
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In  states  like  New  Jersey,  where  the  ultimate  control 
over  the  by-laws  is  vested  in  the  stockholders  or  where 
the  power  to  amend  is  given  to  the  directors  subject  to 
final  approval  of  the  stockholders,  the  amendment  clause 
in  the  by-laws  should  state  the  conditions  under  which 
the  directors  may  exercise  the  power  of  amendment  and 
the  methods  by  which  the  stockholders  may  exercise  their 
right  to  alter  or  veto  such  acts. 

Where  the  sole  power  of  amending  the  by-laws  rests 
with  the  stockholders,  the  procedure  and  method  of 
amendment  should  be  given  at  length  and  should  provide 
that  notice  of  the  proposed  action  be  sent  to  each  stock¬ 
holder.  It  should  further  provide  that,  before  the  amend¬ 
ment  can  become  effective,  the  formal  approval  of  at 
least  a  majority  of  the  stockholders  must  be  secured.  No 
amendment  should  be  voted  on  unless  full  details  as  to 
the  nature  of  the  proposed  amendment  have  been  sent 
to  all  stockholders  a  sufficient  tune  before  the  meeting 
to  permit  them  to  judge  the  merits  of  the  proposed 
amendment. 

But  no  matter  what  the  provisions  are  for  altering, 
amending,  or  repealing  the  by-laws,  this  important  prin¬ 
ciple  governs: 

No  corporation  can  repeal  a  by-law  if,  by  that  action, 
rights  which  have  become  vested  in  the  stockholders 
are  impaired. 

For  example,  in  a  case  where  a  person  was  influenced 
to  subscribe  to  the  stock  of  a  corporation  by  the  fact  that 
the  by-laws  offered  special  protection  and  safety  to  his 
investment,  the  corporation  would  not  be  permitted  to 
amend  or  repeal  those  particular  by-laws  which  gave  the 
protection  and  element  of  safety  to  the  subscriber. 

Summary  of  the  By-Laws.  The  essential  contents  of  the 
by-laws  of  a  corporation  are  as  follows: 

Such  are  the  more  essential  items  to  be  covered  in  the 
by-laws  of  a  corporation.  They  have  not  all  been  dis- 
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STOCK 

STOCKHOLDERS 
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Procedure  of  meet¬ 
ing. 
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Proxies. 

Quorum. 
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meetings. 

DIRECTORS 

Certificates  of  stock. 
Certificate  signa¬ 
tures. 

Stock  transfers. 
Closing  of  books. 
Stock  books. 

Transfer  book. 

Lost  certificates. 
Reissue. 

Number. 

Qualifications. 

Method  of  election. 
Term  of  office. 
Vacancies. 

Meetings  of 
directors. 

Powers  of  directors. 
Committees. 

OFFICERS 

DIVIDENDS  AND 
FINANCE 

AMENDMENTS 

Names  of  positions. 
Method  of  election. 
Duties. 

Qualifications. 

Removal. 

Powers. 

Bonding  of  officers. 

Dividend  policy. 
Reserves. 

Limitation  on  di¬ 
rectors’  powers. 
Deposits. 
Working-capital 
limits. 

Who  has  power  to 
amend. 

Procedure  of 
amendment. 

Notices  of  amend¬ 
ment. 

cussed  in  preceding  pages,  but  we  have  considered  the 
more  important  of  these  essentials,  and  the  others  are 
self-explanatory.  In  Executive  Manual  90,  we  shall  out¬ 
line  the  procedure  to  be  followed  in  drafting  a  set  of  by¬ 
laws;  and  shall  present  the  by-laws  of  a  representative 
corporation. 

In  Part  III  of  the  present  manual,  we  shall  consider  the 
problem  of  incorporating  a  partnership,  because  this 
problem  differs  somewhat  from  the  problem  of  starting 
a  new  corporation. 

We  shall  also  take  up  the  important  subject  of  insuring 
continued  control  over  the  corporate  affairs  by  the  orig¬ 
inal  management.  This  frequently  involves  the  estab¬ 
lishment  of  a  voting  trust.  You  will  want  to  familiarize 
yourself  with  the  characteristics  and  uses  of  the  voting 
trust,  for  it  has  a  wide  field  of  application  in  the  control 
of  corporations. 
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Part  III 

Incorporating  a  Partnership 
HE  flexibility  of  the  corporate  form  of  organization 


lends  itself  to  perpetuating  the  more  important 


relationships  of  partners  even  after  the  partner¬ 
ship  has  been  converted  into  a  corporation. 

The  simplest  form  of  transition  from  a  partnership  to 
a  corporation  is  to  capitalize  the  corporation  for  the 
actual  net  value  of  the  physical  assets  of  the  partnership, 
issue  stock  to  the  amount  of  this  value,  and  then  appor¬ 
tion  the  stock  among  the  partners  in  proportion  to  the 
interests  they  had  in  the  partnership. 

One  possible  objection  of  a  partner  to  this  simple  tran¬ 
sition  is  that  he  may  lose  under  the  corporate  organiza¬ 
tion  much  of  the  power  he  exercised  in  the  partnership ; 
for  partnerships  often  include  men  wdio,  because  of  their 
ability,  or  for  other  reasons,  have  a  degree  of  managerial 
control  out  of  proportion  to  their  capital  investment. 

In  Executive  Manual  86,  we  saw  how  a  partner  who 
has  little  actual  capital  investment  may  exercise  con¬ 
siderable  managerial  power  thru  the  consent  of  the  other 
partners,  while  a  silent  partner  who  has  contributed  most 
of  the  capital  of  a  partnership  may  take  little  or  no  part 
in  the  management.  Where  such  conditions  obtain,  the 
above-mentioned  simple  form  of  transition  from  a  part¬ 
nership  into  a  corporate  organization  would  alter  the 
division  of  managerial  power  or  control.  But  it  is  possi¬ 
ble,  as  we  shall  see  later,  to  duplicate  any  given  partner¬ 
ship  relationship  in  reorganizing  a  partnership  into  a 
corporation. 

The  Corporate  Name.  The  name  under  which  a  part¬ 
nership  has  operated  usually  has  a  real  value  to  the 
business,  and  a  partnership  would  ordinarily  desire  to 


20 


INCORPORATING  A  PARTNERSHIP 


21 


perpetuate  this  name  by  adopting  it  as  the  name  for  the 
corporation. 

One  difficulty  in  adopting  a  partnership  name  as  the 
name  of  a  corporation  is  the  fact  that  those  persons  who 
formerly  dealt  with  the  partnership  might  still  think 
that  the  individual  and  joint  liability  of  the  erstwhile 
partners  obtained  in  the  corporation.  To  avoid  this  pos¬ 
sibility,  the  word  “Incorporated”  may  be  added  to  the 
name  of  the  corporation ;  or  the  abbreviation  “Inc.”  may 
be  used.  Then  the  good-will  value  of  the  old  name  is 
preserved  and  the  fact  that  the  business  is  incorporated 
is  made  plain. 

Some  states  have  statutes  which  require  the  use  of 
some  distinguishing  word  or  title  to  indicate  cor¬ 
porate  organization. 

But  whether  or  not  the  state  law  requires  it,  a  cor¬ 
poration,  in  fairness  to  those  with  whom  it  deals,  should 
make  plain  the  fact  that  the  business  is  organized  as  a 
corporation. 

Where  Additional  Capital  Is  Needed.  Often  one  of  the 

main  reasons  for  changing  a  partnership  into  a  corpora¬ 
tion  is  the  desire  to  secure  additional  capital.  Merely 
capitalizing  the  net  physical  assets  of  the  partnership  at 
their  true  value  and  distributing  stock  among  the  part¬ 
ners  will  not,  of  course,  bring  in  more  capital.  In  order 
to  secure  more  capital,  the  capitalization  should  be  placed 
at  a  higher  figure,  so  that  additional  stock  is  made  avail¬ 
able  and  can  be  offered  for  sale  to  outsiders.  One  result 
from  the  sale  of  this  stock  is  that  the  former  partners 
will  have  relatively  less  of  an  ownership  interest  in  the 
business  than  they  had  as  partners;  the  absolute  value 
of  this  interest  will  of  course  be  the  same. 

Partners  who  plan  to  sell  stock  in  the  corporation  they 
are  about  to  form  often  increase  the  amount  of  stock 
which  they  personally  receive  by  turning  into  the  cor¬ 
poration  such  assets  as  goodwill,  trade-marks,  patents. 
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etc.,  at  a  valuation  which  is  sufficiently  high  to  give  them 
a  majority  of  the  stock.  This  can  be  clone  if  the  prospects 
for  profits  are  especially  good;  but,  of  course,  such  pro¬ 
cedure  makes  it  more  difficult  to  sell  the  additional  shares 
of  stock  to  outsiders. 

Well- warranted  expectancy  of  profits  is  in  itself  a 
sound  basis  for  determining  capitalization;  for  proved 
earnings  over  a  period  of  years  have  an  influence  on  the 
value  of  the  plant,  goodwill,  patents,  trade-marks,  etc. 

The  capitalization  of  a  corporation  organized  to  take 
over  the  business  of  a  partnership  is  not  limited  to  the 
net  value  of  its  physical  assets  or  to  its  net  worth ;  neither 
is  it  necessary  that  the  entire  assets  of  the  partnership 
be  included  in  the  property  and  therefore  in  the  capi¬ 
talization  of  the  corporation.  A  partner  may  individually 
retain  possession  of  certain  assets,  such  as  real  estate, 
buildings,  accounts,  and  moneys,  and  exclude  them  from 
the  schedule  of  assets  of  the  corporation.  The  partners 
can  split  the  capital  stock  into  common  and  preferred 
shares  at  will,  or  a  bond  issue  may  be  floated,  provided 
there  are  fixed  assets  of  sufficient  value  to  support  it  with 
the  requisite  security.  In  any  event,  the  partners  should 
remember  that — 

An  advantage  of  low  capitalization  is  freedom  from 
high  franchise  taxes  and,  in  some  states,  from  a  high 
incorporation  fee. 

A  partnership  which  incorporates  to  obtain  new  capital 
should,  as  a  general  rule,  fix  its  capitalization  at  the  mini¬ 
mum  amount  necessary  to  secure  the  new  capital  needed 
plus  the  amount  necessary  to  cover  the  fair  value  of  the 
assets  contributed  by  the  partners. 

Where  Additional  Shareholders  Are  Desired.  Sometimes 
partners  desire  to  provide  means  by  which  they  may  give 
valued  employes  a  management  share  in  the  enterprise, 
without  extending  the  number  of  partners. 

It  is  not  unusual,  under  such  circumstances,  for  the 
partners  to  incorporate  and  set  aside  a  certain  number 
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of  shares  as  unissued  stock.  This  unissued  stock  can 
then  be  sold  to  the  employes  (for  cash,  or  on  time  pay¬ 
ments,  or  as  partial  compensation),  thus  increasing  the 
number  of  persons  interested  in  the  profits  arising  from 
the  successful  management  of  the  business. 

Taking  Over  the  Partnership  Property.  The  preliminary 
legal  steps  to  be  taken  when  forming  a  corporation  from 
a  partnership  are  the  same  as  those  followed  in  starting 
any  new  corporation.  But  the  procedure  for  taking  over 
the  property  is  somewhat  different. 

Usually  the  property  of  the  partnership  is  offered  to 
the  corporation  in  exchange  for  its  capital  stock.  This 
offer  is  made  in  writing  and  is  signed  by  all  the  partners, 
who  thus  indicate  their  willingness  to  make  the  exchange. 
Then  the  partners,  in  their  capacity  of  promoters  and 
stockholders  of  the  corporation,  thru  the  board  of  direc¬ 
tors,  accept  the  property  in  the  name  of  the  corporation 
and  authorize  the  issue  of  the  stock  to  the  partnership. 
When  the  proper  entries  have  been  made,  the  books  of 
the  partnership  will  show  that  the  sole  property  of  the 
partnership  consists  of  stock  in  the  corporation. 

The  mere  transfer  of  the  partnership  property  to  the 
corporation  does  not,  of  course,  terminate  the  partner¬ 
ship  ;  it  still  exists,  with  its  capital  consisting  of  the  stock 
of  the  corporation.  Usually,  immediate  distribution  of 
the  corporate  stock  is  made  in  conformity  to  an  agree¬ 
ment  and  the  partnership  is  dissolved.  This  is  the  pref¬ 
erable  procedure  as  it  clears  up  any  possible  misunder¬ 
standing  as  to  the  personal  liability  of  the  partners.  It 
cannot  be  followed,  however,  if  any  property  has  been 
retained  by  the  partnership. 

Notice  should  be  given  to  the  public  and  to  all  par¬ 
ties  interested,  that  the  partnership  is  dissolved  and 
that  the  business  is  to  be  operated  as  a  corporation. 

Methods  of  Capitalization.  There  need  be  no  change  in 
the  apportionment  of  ownership  shares  in  the  business 
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when  a  partnership  is  changed  to  a  corporation,  as  pre¬ 
viously  pointed  out.  By  carefully  selecting  and  appor¬ 
tioning  the  many  types  and  classes  of  securities  which  it 
is  possible  for  a  corporation  to  issue,  the  status  quo  of 
the  partnership  relations  can  be  preserved. 

Take  the  case  of  a  partnership  in  which  there  are  sev¬ 
eral  active  partners  and  one  silent  partner  who,  however, 
has  made  the  major  capital  investment  in  the  partner¬ 
ship.  In  changing  such  a  partnership  to  a  corporation, 
it  is  possible  either  to  issue  to  the  silent  partner  preferred 
nonvoting  stock  in  an  amount  equal  to  his  investment, 
or  a  common  nonvoting  stock  participating  in  the  profits 
of  the  corporation  to  the  extent  that  the  silent  partner 
had  participated  in  the  partnership  profits.  It  may  also 
be  possible  to  authorize  a  bond  issue  for  the  amount  of 
the  silent  partner’s  investment,  bearing  an  agreement 
which  permits  the  bondholder  to  participate  in  the  profits 
so  that  he  has  the  same  relative  share  of  the  profits  and 
is  better  protected  against  loss.  The  point  is  that — 

In  one  way  or  another  the  interest  of  each  partner  in 
the  business  may  be  retained  when  the  partnership  is 
changed  into  a  corporation. 

Where  one  of  the  partners  has  made  a  large  investment 
in  the  partnership  but  has  exercised  little  management 
control,  this  situation  can  also  be  perpetuated  in  the  cor¬ 
poration  by  issuing  to  this  partner  an  amount  of  voting 
common  stock  proportionate  to  his  managerial  participa¬ 
tion  and  rounding  out  the  remainder  of  his  investment 
writh  nonvoting  common  stock. 

Where  a  partner  has  contributed  real  estate  or  build¬ 
ings  as  his  share  in  a  partnership,  his  interest  can  be  pre¬ 
served  by  the  issuance  of  bonds  by  the  corporation — 
either  with  or  without  participation  in  the  profits,  in 
addition  to  the  regular  interest  on  the  bonds.  Should  he 
desire  to  participate  in  the  profits  he  would  probably  be 
required  to  take  at  least  part  of  his  investment  in  the 
form  of  common  stock. 
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Establishing  the  Directorate.  There  are  several  means 
of  bringing  about  an  equality  of  representation  on  the 
directorate  of  the  corporation  which  has  been  developed 
from  a  partnership.  If  there  are  three  or  more  partners, 
the  charter  may  provide  that  the  board  of  directors  be 
composed  of  as  many  directors  as  there  were  partners. 

Since  the  usual  minimum  requirement  for  the  director¬ 
ate  of  the  corporation  is  three  directors,  we  can  realize 
the  difficulty  of  securing  a  balance  of  power  where  there 
are  only  two  partners  in  the  partnership  which  is  to  be 
incorporated.  This  legal  requirement  can  be  complied 
with  by  giving  a  third  party  enough  stock  to  establish 
his  eligibility  as  a  director. 

An  ideal  condition  is  to  have  as  a  third  party  on  the 
board  some  one  who  can  arbitrate  any  differences  between 
the  other  two  directors.  But  it  is  often  difficult  to  select 
some  one  in  whom  both  the  former  partners  have  con¬ 
fidence  and  who  at  the  same  time  is  impartial  and  un¬ 
prejudiced  with  regard  to  the  rights  of  the  parties  con¬ 
cerned.  Sometimes  a  third  director  is  appointed  with 
the  understanding  that  he  will  resign  immediately,  thus 
leaving  the  two  original  partners  in  control  of  the  board. 

A  satisfactory  plan  is  to  increase  the  directorate  to  four 
persons  and  have  each  of  the  former  partners  appoint  one 
director  in  addition  to  himself.  This  plan  maintains  a 
balance  of  power  between  the  two  partners;  as  the  other 
directors  may  exercise  their  duties  only  nominally. 

It  must  be  remembered  that  where  an  equality  of 
power  exists  between  two  factions  on  the  directorate, 
there  is  danger  of  a  deadlock  which  will  impede  the  prog¬ 
ress  of  the  business.  For  this  reason  it  is  advisable  to 
have  some  agreement  specifying  who  is  to  act  as  arbi¬ 
trator. 

Securing  the  Permanency  of  the  Directorate.  The  fact 
that  the  statutes  of  most  states  call  for  an  annual  election 
of  the  directors  of  a  corporation  makes  it  advisable  to 
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perfect  some  means  whereby  the  partners  can  be  assured 
that  the  original  directorate  will  be  re-elected  at  each 
coming  election.  This  can  be  brought  about  by  any  one 
of  three  ways: 

1.  By  means  of  charter  provisions. 

2.  By  means  of  a  voting  trust. 

3.  By  stock  classification. 

The  statutes  of  some  states  permit  the  insertion,  in 
the  corporate  charter,  of  qualifying  statements  defining 
the  majority  necessary  in  order  to  elect  directors.  If  this 
statutory  latitude  is  allowed,  the  charter  may  include  a 
clause  fixing  any  feasible  majority  of  votes  as  the  num¬ 
ber  necessary  to  elect  a  director,  such  as  at  least  a  two- 
thirds  or  three-fourths’  majority  of  the  total  votes  cast. 
Then,  where  the  former  partners  hold  a  substantial 
amount  of  the  outstanding  voting  stock  among  them¬ 
selves,  such  a  clause  will,  generally  speaking,  make  it 
impossible  for  any  combination  of  outside  interests  to 
obtain  the  number  of  votes  required  to  change  the  origi¬ 
nal  directorate. 

There  is  one  weakness,  however,  in  this  method  of  per¬ 
petuating  a  directorate.  In  the  event  that  one  of  the 
directors  dies  or  resigns,  the  person  to  whom  his  stock  is 
transferred  could  be  prevented  from  securing  adequate 
representation  on  the  board. 

Using  the  Voting  Trust.  By  creating  a  voting  trust,  it 
is  possible  to  perpetuate  the  original  directorship.  A 
voting  trust  is  established  by  transferring  the  actual 
stock  held  by  the  original  partners  to  a  voting  trust  which 
issues  voting-trust  certificates  to  them.  It  is  usual  for 
the  partners  themselves  to  be  the  trustees  under  this 
plan.  The  trust  stock  is  then  voted  in  a  block,  assuring 
a  majority  of  the  voting  shares  in  electing  the  directors. 

This  method  of  perpetuating  the  directorate,  however, 
makes  it  difficult  for  one  of  the  former  partners  to  trans¬ 
fer  his  shares  of  stock,  since  a  new  stockholder  will  usu¬ 
ally  want  to  exercise  his  share  of  control.  Another  objec- 
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tion  to  the  voting  trust  is  that  most  states  have  statutes 
limiting  its  length  of  life  to  periods  ranging  between  five 
and  twenty-five  years. 

The  voting  trust  is  not  an  uncommon  plan  for  keeping 
the  management  policies  of  a  corporation — a  corporation 
of  any  kind — under  the  control  of  the  stockholders  who 
organize  and  consent  to  the  voting  trust.  (It  is  assumed 
that  the  stock  put  into  the  trust  by  these  stockholders  is 
sufficient  to  elect  the  majority  of  the  board  of  directors.) 

Oftentimes  investors  who  have  agreed  to  supply  new 
capital  to  a  company,  or  creditors  who  are  holding  the 
company’s  notes,  will  insist  as  a  condition  for  so  doing 
that  a  controlling  interest  in  the  stock  be  put  into  the 
hands  of  trustees  in  whom  all  have  confidence,  to  be 
voted  in  such  a  way  as  to  assure  a  management  which 
will  protect  the  interests  of  these  creditors  or  new  in¬ 
vestors.  Such  a  voting  trust  will  continue  for  the  term 
that  has  been  agreed;  the  stock  will  then  be  returned  by 
the  trustees  to  the  holders  of  the  equivalent  voting-trust 
certificates. 

We  get  the  word  “trust”  (in  the  sense  of  meaning  a  big 
business  combination)  from  the  fact  that  such  combina¬ 
tions  have  been  effected  thru  the  organization  of  voting 
trusts  in  which  the  controlling  stocks  of  several  corpora¬ 
tions  were  deposited. 

The  Use  of  Classified  Stock.  A  system  whereby  certain 
classifications  are  made  in  the  stock  of  a  corporation 
makes  possible  the  perpetuation  of  the  original  director¬ 
ate.  If  there  are  three  partners  who  have  an  unequal 
financial  interest  in  the  partnership  to  be  converted  to 
a  corporation,  and  they  desire  equal  participation  in  the 
directorate,  it  is  possible  to  issue  three  classes  of  stock 
and  have  each  class  entitled  to  elect  one  director,  limit¬ 
ing  the  board  to  three  directors.  In  this  case,  the  stock 
would  be  issued  in  amounts  representing  the  three  part¬ 
nership  interests.  While  their  dividends  would  naturally 
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be  proportionate  to  their  stock  holdings  each  could,  un¬ 
der  such  a  classification  of  his  stock,  be  assured  of  repre¬ 
sentation  on  the  board  of  directors  so  long  as  he  held  a 
majority  of  his  class  of  stock. 

A  partnership  consisting  of  A,  B,  C,  and  D  desired  to 
form  a  corporation.  The  actual  investments  of  the 
partners  were  as  follows : 


Property 

Cash 

Total 

A. 

$25,000 

$  10,000 

$  35,000 

B. 

50,000 

50,000 

C. 

10,000 

45,000 

55,000 

D. 

60,000 

60,000 

$35,000 

$165,000 

$200,000 

All  of  the  partners  participated  equally  in  the  profits. 
(The  disparities  in  their  total  investments  were  bal¬ 
anced  by  other  considerations.)  Each  partner  desired 
representation  on  the  board  of  directors.  It  was  decided 
to  capitalize  the  new  corporation  at  $200,000. 

A  and  C,  who  had  contributed  real  estate  and  buildings 
worth  $35,000,  wished  to  have  bonds  bearing  7  per  cent 
interest  issued  to  them  by  the  corporation,  the  bonds  to 
be  secured  by  a  first  mortgage  on  this  property.  This 
was  done,  and  $165,000  of  common  stock  was  issued  in 
four  classes  and  was  distributed  as  follows: 

$10,000  of  Class  A  stock,  with  the  privilege  of  electing  one 
director,  was  given  to  A. 

$50,000  of  Class  B  stock,  with  the  privilege  of  electing  one 
director,  was  given  to  B. 

$45,000  of  Class  C  stock,  with  the  privilege  of  electing  one 
director,  was  given  to  C. 

$60,000  of  Class  D  stock,  with  the  privilege  of  electing  one 
director,  was  given  to  D. 

The  $35,000  worth  of  7  per  cent  bonds  were  distributed  to 
A  and  C  according  to  their  contributions  of  property — $25,000 
to  A  and  $10,000  to  C. 

This  classification  of  the  voting  stock  gave  each  of  the 
four  former  partners  the  privilege  of  electing  one  direc- 
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tor,  and,  by  an  equitable  apportionment  of  salaries,  the 
relative  share  of  each  in  the  earnings  of  the  business 
remained  virtually  the  same  as  in  the  partnership. 

Delegation  of  Authority.  As  we  saw  in  our  study  of 
partnership  organization,  the  partnership  agreement  may 
carry  a  clause  assigning  the  power  of  control  over  a  cer¬ 
tain  part  of  the  business  to  one  of  the  partners.  It  is 
possible  to  perpetuate  this  right  even  tho  the  partnership 
is  later  changed  to  the  corporate  form  of  organization. 

The  by-laws  may  contain  a  clause  which  assures  the 
partners  the  same  division  of  authority  under  the  cor¬ 
porate  form  as  that  which  prevailed  in  the  partnership. 
Before  the  corporation  is  formed  the  partners  should 
agree  that  such  a  clause  shall  be  inserted  in  the  by-laws. 

The  duties  and  authority  of  the  officers  of  a  cor¬ 
poration  can  be  so  defined  in  the  by-laws  as  to  assure 
approximately  the  same  divisions  that  obtained  in 
the  partnership. 

If  it  is  desirable  to  maintain  the  old  partnership  rela¬ 
tion  wdth  regard  to  internal  financial  control,  the  treas¬ 
urer  of  the  corporation  can  be  required  by  a  clause  in  the 
by-laws  to  take  up  major  matters  of  internal  finance  with 
the  directors  for  their  approval  or  disapproval.  The  gen¬ 
eral  manager  or  president  can  also  be  restricted  by  pro¬ 
visions  in  the  by-laws,  if  the  old  partnership  arrangement 
makes  such  restrictions  advisable. 

To  accomplish  some  of  the  arrangements  suggested 
above,  it  may  be  necessary  to  select  the  state  of  incor¬ 
poration  with  special  reference  to  whether  its  laws  will 
permit  such  arrangements. 

****** 

Up  to  this  point  we  have  been  analyzing  the  forms  of 
organization  from  the  internal-management  point  of 
view.  In  Executive  Manual  89  we  shall  discuss  this  sub¬ 
ject  from  the  viewpoint  of  the  man  who  deals  with  the 
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various  types  of  organization.  In  dealing  with  them  he 
must  understand  his  rights  as  an  outsider. 

Every  man  in  business  should  know  what  are  his 
rights  when  he  deals  with  others. 

Am  I  justified  in  advancing  credit  to  this  or  that  or¬ 
ganization?  Is  it  a  strong  or  weak  organization?  The 
answers  to  such  questions  do  not  depend  entirely  upon 
the  financial  statement  of  the  concern;  they  depend  on 
the  inherent  characteristics  of  the  organization. 

In  preceding  manuals  we  discussed  how  legal  responsi¬ 
bility  for  financial  obligations  varies  with  varying  types 
of  organization.  After  you  have  worked  out  Executive 
Problem  88,  which  involves  a  number  of  interesting  and 
practical  questions  about  corporate  forms  of  business, 
we  shall  continue  this  discussion  on  organization  from  an 
entirely  different  point  of  view,  namely:  “How  are  the 
rights  of  stockholders  and  creditors  protected  in  the  vari¬ 
ous  types  of  corporate  organization?” 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 

1.  Brooks,  being  approached  by  the  promoter  of  a  corporation 
which  was  to  be  formed  to  take  over  and  operate  a  prosperous  gar¬ 
age,  subscribed  for  some  of  the  stock.  When  the  time  came  to  apply 
for  a  charter,  the  organizers  decided,  by  a  majority  vote  of  the 
shares  subscribed  for,  to  capitalize  for  an  amount  one-third  larger 
than  that  set  forth  in  the  subscription  agreements.  Can  Brooks  be 
held  to  his  subscription  agreement?  DYes.  □  No. 

2.  Fredericks  purchased  for  $20,000,  a  piece  of  vacant  property 
eminently  suited  for  a  mill  site.  Later,  a  corporation  was  organized 
by  Fredericks  and  six  associates  to  operate  a  mill.  The  corporation 
acquired  the  property  by  issuing  to  Fredericks  400  shares  of  its  com¬ 
mon  stock  of  $100  par  value.  Would  you  regard  this  as  setting  an 
unfair  valuation  on  property  exchanged  for  stock?  □  Yes.  □  No. 

3.  The  J.  Horner  Groceries  Company  is  incorporated  in  the  state 
of  X,  where  the  statute  provides  that  a  majority  of  the  board  of 
directors  shall  constitute  a  quorum.  The  company’s  charter  pro¬ 
vides  for  seven  directors,  but  since  several  directors  live  at  a  con¬ 
siderable  distance,  there  is  a  by-law  stating  that  three  shall  constitute 
a  quorum  of  the  board  of  directors.  Is  this  by-law  valid?  □  Yes. 
□  No. 

4.  Is  it  desirable  to  have  the  by-laws  of  a  corporation  specify  the 
presiding  officers  for  stockholders’  meetings?  □  Yes.  □  No. 

5.  Bailey,  Eggers,  Montgomery,  and  Lockwood  are  members  of 
a  partnership  operating  a  mercantile  establishment  under  the  firm 
name  of  Bailey  &  Lockwood.  They  desire  to  expand  the  business 
and  obtain  more  capital,  so  they  decide  to  incorporate. 

The  respective  contributions  to  "the  partnership  were  as  follows : 
Bailey,  $4,000  in  cash;  Eggers,  $12,500  in  cash  and  the  use  of  a 
warehouse  valued  at  $7,500;  Montgomery,  $3,000  in  cash  and  the  use 
of  a  store  building  valued  at  $20,000;  Lockwood,  $4,000  in  cash. 
Bailey  and  Lockwood  devote  all  their  time  to  the  management  of 
the  business,  while  Eggers  and  Montgomery  have  other  interests  and 
act  only  in  an  advisory  capacity.  All  share  equally  in  the  profits. 

It  is  proposed  that  the  new  corporation  acquire  the  property 
which  the  business  has  been  using.  Can  a  plan  be  worked  out  by 
which  the  interest  of  each  partner  in  the  business  will  be  retained 
when  the  partnership  is  changed  into  a  corporation?  □  Yes.  DNo. 
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PLANNING  A  NEW  CORPORATION 

Working  Out  the  Main  Features  of  the  Organization 

Plan 

Under  the  LaSalle  Problem  Method 


“TV  /T  ODERN  commercial  and  industrial  ac- 
1V1  tivity  requires  a  form  of  organization 
under  which  management  and  capital  may 
safely  combine  for  the  conduct  of  business  un¬ 
dertakings. 

“The  usual  forms  of  business  organization  are 
the  partnership  and  the  corporation.  A  part¬ 
nership  is  satisfactory  under  some  circumstances, 
and  has  a  lack  of  formality  that  is  attractive; 
but  where  it  is  desired  to  limit  individual  lia¬ 
bility  or  the  rights  of  those  interested,  or  where 
large  interests  are  involved,  or  where  it  is  de¬ 
sired  to  secure  investment  of  capital  from  those 
not  connected  with  the  management,  the  enter¬ 
prise  must  usually  be  conducted  under  the  cor¬ 
porate  form.” 

— Thomas  Conyngton 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 
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Fletcher,  Sims  &  Wallace  operate  a  chain  of  five  gro¬ 
cery  stores  in  Denver,  Colo.  The  business  is  organized  as 
a  partnership  and  has  been  expanded  to  its  present  size 
from  a  beginning,  many  years  ago,  under  the  name  of 
Sims  &  Wallace. 


Sims  &  Wallace,  the  original  firm,  owned  a  prosperous 
grocery  in  a  substantial  residential  section.  Seeing  the 
possibilities  of  enlarging  the  scope  of  their  business,  the 
owners  decided  a  few  years  ago  to  extend  their  interests, 
A.  L.  Fletcher  operated  a  grocery  in  another  section  of 
the  city  and,  wishing  to  retire  from  active  business, 
consented  to  combine  his  business  with  that  of  Sims  & 
Wallace. 

At  the  same  time  Wallace’s  uncle,  R.  M.  Burnett,  was 
induced  to  join  the  partnership  as  a  limited  partner. 
The  firm  needed  additional  cash  capital  and  Mr.  Burnett 
bought  a  one-fourth  interest  for  $15,000.  The  arrange¬ 
ment  was  that  he  wTas  to  take  no  active  part  in  the  busi¬ 
ness  and  that  his  liability  was  to  be  limited  to  the 
amount  of  his  investment.  A  new  partnership  agreement 
was  thereupon  drawn  up,  the  statutes  governing  limited 
partnerships  being  fully  complied  with. 

The  agreement  set  forth  the  contributions  of  the  sev¬ 
eral  partners  as  follows: 


A.  L.  Fletcher: 


Roger  Sims: 


Fred  B.  Wallace: 


R.  M.  Burnett: 


Fixtures  and  equipment,  merchandise,  re¬ 
ceivables  and  cash,  less  payables. . .  .$9,350 

Goodwill . $5,650 

Fixtures  and  equipment,  merchandise,  re¬ 
ceivables  and  cash,  less  payables. . .  .$2,750 
Goodwill  and  management  services. $12, 250 
Fixtures  and  equipment,  merchandise,  re¬ 
ceivables  and  cash,  less  payables. . .  .$2,750 
Goodwill  and  management  services. $12,250 
Cash . $15,000 
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It  was  provided  that  the  partners  should  share  equally  in  the 
profits.  With  the  arrangements  completed,  the  partnership  pro¬ 
ceeded  to  purchase  equipment  and  stocks  for  two  new  stores  which 
were  put  into  operation  w’ithin  a  short  time.  A  year  or  so  later  a 
fifth  store  was  added,  being  financed  out  of  accumulated  profits. 

All  five  stores  have  proved  money-makers  under  the  direction  of 
the  active  managers,  Sims  and  Wallace.  But  the  possibilities  of 
developing  the  chain  still  further  have  by  no  means  been  exhausted. 
Sims  and  Wallace  have  constantly  been  investigating  and  have 
chosen  desirable  sites  for  three  new  stores  which  they  would  like  to 
open  up  as  soon  as  possible.  But  they  do  not  have  enough  capital 
available. 

True,  the  business  has  built  up  a  considerable  goodwill  value  and 
its  credit  is  high.  But  the  partners  realize  the  hazards  of  trying  to 
finance  expansion  thru  short-term  borrowing,  and  they  want  to  pro¬ 
vide  some  way  of  attracting  additional  invested  capital.  Both  Sims 
and  Wallace  have  most  of  their  resources  tied  up  in  the  business. 
The  other  partners,  while  able  to  contribute  more,  do  not  care  to 
do  so,  as  they  prefer  to  keep  their  investments  fairly  well  diversified. 
Furthermore,  the  business 'has  grown  to  such  a  size  as  to  make  the 
contingent  liability  of  each  of  the  three  general  partners  rather 
heavy,  and  Mr.  Fletcher  is  anxious  to  form  a  corporation. 

This  is  also  the  desire  of  Sims  and  Wallace,  as  they  believe  it  to 
be  the  best  way  to  raise  the  needed  capital  for  expansion.  Mr. 
Burnett  also  approves,  as  he  feels  that  his  interest  in  the  business 
would  be  more  readily  marketable,  if  at  any  time  he  should  want  to 
withdraw. 

The  partnership  owns  no  land  or  buildings;  it  leases  all  five  of 
its  store  locations.  It  is  planned  to  transfer  the  leases  on  four  of 
the  stores,  but  to  have  the  corporation  purchase  from  Mr.  Fletcher 
the  land  and  building  occupied  by  the  old  Fletcher  store.  This  site 
is  a  very  favorable  one  from  a  retail  standpoint  and  the  back  of  the 
lot  offers  distinct  advantages  as  a  location  for  a  central  warehouse 
which  the  firm  plans  to  have  in  the  early  future — as  soon  as  a  few 
more  stores  have  been  added  to  the  chain.  The  appraised  value  of 
this  property  is  $12,500,  altho  for  the  purposes  of  the  partnership  it 
is  worth  several  thousand  dollars  more. 

The  tentative  plan  now  is  to  incorporate  and  raise  additional 
capital  by  selling  stock  to  outsiders.  The  firm  has  made  steady  and 
fairly  rapid  progress  and  its  earnings  have  been  growing  each  year, 
so  there  is  a  logical  basis  for  interesting  prospective  investors. 

Sims  and  Wallace  will  continue  in  active  management  of  the 
chain.  They  have  built  up  a  fine  organization  and  have  the  nucleus 
for  a  much  larger  one.  Several  of  the  store  managers  have  the 
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capabilities  of  filling  the  more  responsible  positions  which  will  be 
created  as  the  chain  grows  in  size.  Sims  and  Wallace  are  anxious 
to  provide  a  means  of  giving  these  men  and  other  employes  an 
opportunity  to  acquire  an  interest  in  the  business,  and  they  feel 
that  this  can  be  most  readily  accomplished  by  making  the  enterprise 
a  corporation. 

The  goal  which  the  managers  have  set  is  two  new  stores  opened 
during  the  coming  year  and  three  during  the  following  year.  Within 
these  two  years  they  also  want  to  build  and  equip  a  warehouse. 
The  addition  of  a  warehouse  will  give  the  chain  a  number  of  advan¬ 
tages,  the  most  important  of  which  is  more  effective  purchasing  and 
stock  control.  The  planned  additions  to  the  business  call  for  an 
estimated  $60,000. 

The  partners  feel  that  the  annual  business  of  the  chain  can  be 
doubled  if  the  contemplated  program  is  carried  out,  and  with  the 
added  efficiencies  of  operation,  the  profits  should  be  more  than 
double. 


For  purposes  of  sale  the  goodwill  of  the  partnership  has  been 
valued  at  $40,000,  which  includes,  however,  the  item  of  manage¬ 
ment  services,  part  of  the  original  contribution  of  Sims  and  Wallace. 
This  makes  the  present  financial  position  appear  as  follows: 
Condensed  Balance  Sheet 


Fletcher,  Sims 

Assets 

Cash . $  5,142 

Accounts  receivable..  8,761 

Merchandise .  34,572 

Fixtures  and  Equip¬ 
ment  .  9,465 

Goodwill  .  40,000 

Deferred  charges. . . .  536 


&  Wallace 

Liabilities 

Notes  Payable . $  5,575 

Accounts  Payable  . . .  10,777 
Accrued  Liabilities  .  .  644 

Capital : 

A.  L.  Fletcher  ....  20,370 

R.  Sims  .  20,370 

F.  B.  Wallace  ....  20,370 
R.  M.  Burnett. . . .  20,370 


$98,476  $98,476 

The  partners  feel  that  for  the  purpose  of  attracting  new  invested 
capital,  it  is  advisable  to  make  some  adjustment  in  this  balance 
sheet,  since  the  goodwill  is  shown  at  a  rather  high  figure.  Conse¬ 
quently,  they  have  agreed  that  this  item  shall  be  reduced  to  $25,000, 
taking  out  $7,500  from  the  capital  account  of  Sims  and  a  like  amount 
from  the  capital  account  of  Wallace. 

To  compensate  Sims  and  Wallace  for  this  reduction,  the  partners 
in  their  capacity  as  organizers  of  the  corporation  have  agreed  to 
pay  the  two  active  managers  $2,500  each,  in  the  stock  of  the  cor- 
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poration,  for  their  services  in  organizing.  In  addition,  they  have 
entered  into  five-year  contracts  with  Sims  and  Wallace  for  their 
management  services  at  yearly  salaries  of  $6,000  each — $5,000  in 
cash  and  $1,000  in  stock.  These  contracts  are  to  be  assumed  by 
the  corporation  when  formed. 

In  the  working  papers  you  will  have  an  opportunity  to  outline 
the  more  important  features  of  a  solution  whereby  the  corporation 
will  be  organized  to  take  over  the  business  of  the  partnership. 
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RIGHTS  OF  OWNERS  AND  CREDITORS 

Part  I 

Rights  of  Bondholders 


ECURITIES  of  all  kinds  fall  naturally  into  two 
classes : 

1.  Those  that  represent  an  ownership  interest. 

2.  Those  that  represent  a  creditor’s  interest. 


The  ownership  interest  is  represented  by  shares  of  the 
capital  stock  of  a  company,  and  the  creditor’s  interest  is 
represented  by  evidences  of  the  company’s  indebtedness 
for  loans,  such  as  bonds,  notes,  and  accounts  payable.  A 
sharp  line  of  distinction  is  drawn,  as  we  shall  see,  between 
the  rights  of  the  owners  of  a  business  and  the  rights  of 
those  who  lend  money  or  sell  goods  or  services  on  credit 
to  a  business. 


The  original  buyers  of  the  bonds  of  a  company  ex¬ 
change  purchasing  power  (money)  for  the  company’s 
promise  to  pay  interest  on  the  loan  at  stated  periods  and 
to  repay  the  principal  of  the  loan  at  a  stated  time.  The 
delivery  of  this  money  and  the  giving  of  this  promise  of 
payment  constitute  a  contract  between  the  corporation 
and  the  holders  of  its  bonds.  The  rights  of  the  bond¬ 
holders  are  fixed  partly  by  statute  and  partly  by  this 
contract  between  the  bondholders  and  the  corporation. 

In  some  cases,  the  bonds  issued  are  all  of  one  class  and 
the  bondholders  enjoy  equal  rights  and  privileges.  As  a 
result  of  the  rapid  growth  of  corporate  enterprises,  how¬ 
ever,  many  companies  which  started  with  a  simple  bond 
issue  have  later  found  it  desirable  to  issue  additional 
bonds.  These  new  bonds  may  be  secured  by  property  or 
assets  other  than  the  security  pledged  to  guarantee  pay¬ 
ment  of  the  old  bonds,  or  the  new  bonds  may  be  issued 
as  subordinate  to  the  old  bonds  with  respect  to  their 
claim  on  the  property  pledged  as  security.  Thus,  some 
corporations  have  several  different  classes  of  bonds  out¬ 
standing,  each  class  having  different  rights  and  privileges. 
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Seven  Considerations  which  Affect  Bondholders’  Rights. 

In  order  to  determine  the  rights  of  a  bondholder,  specific 
information  about  the  bond  itself  is  necessary.  In  gen¬ 
eral,  there  are  seven  considerations  which  affect  a  bond¬ 
holder’s  right,  as  follows: 

1.  The  purpose  of  the  bond  issue. 

2.  The  nature  of  the  agreement  giving  the  bondholder  a  claim 
on  the  income  and  assets  of  the  company. 

3.  The  relation  of  the  net  earnings  of  the  issuing  corporation 
(available  for  distribution)  to  the  interest  charges  on  the 
issue  in  question. 

4.  The  real  value  of  the  security  pledged  to  guarantee  the 
bondholder  against  loss  in  event  the  company  does  not  or 
can  not  keep  its  agreement. 

5.  How  the  payments  of  interest  and  principal  are  to  be 
made. 

6.  The  extent  of  the  bondholders’  powers  in  the  event  of  de¬ 
fault  in  payment  of  interest  or  principal. 

7.  A  schedule  of  the  other  fixed  financial  obligations  of  the 
concern  issuing  the  bonds. 

The  order  in  which  these  considerations  are  listed  does 
not  indicate  their  relative  importance,  because  all  of  them 
are  important  factors  in  classifying  bonds  and  in  judging 
the  relative  value  of  various  issues. 

The  Purpose  of  the  Bond.  While  the  purpose  for  which 
a  bond  is  issued  may  not  affect  its  value  or  indicate  the 
rights  of  the  bondholder,  nevertheless  the  purchaser  of  a 
bond  is  entitled  to  know  the  use  to  which  his  money  is  to 
be  put,  or,  if  he  is  not  the  original  buyer  of  the  bond,  the 
use  to  which  the  money  paid  to  the  company  by  the  origi¬ 
nal  purchaser  was  put. 

The  purpose  is  sometimes  indicated  in  the  title.  If  a 
bond  issue  bears  the  name  “re-funding,”  the  purchaser 
knows  that  its  purpose  is  to  raise  funds  with  which  to 
retire  a  previous  issue  of  securities.  If  an  issue  is  desig¬ 
nated  as  “improvement”  bonds,  this  name  indicates  that 
the  money  received  for  the  bonds  by  the  issuing  company 
is  to  be  used  to  improve  its  property.  (In  this  case  it  is 
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well  to  know  the  exact  kind  of  improvement  to  be  made 
and  its  value  to  the  business.)  The  title,  “construction” 
bond,  indicates  that  the  funds  are  to  be  used  for  new 
buildings  of  some  kind.  Then  the  bond  buyer  wants  to 
know  what  kind  of  building;  whether  it  is  an  addition  or 
a  replacement;  and,  if  an  addition  (implying  expansion 
of  the  business),  whether  there  will  be  sufficient  work¬ 
ing  capital  for  expansion;  and  so  on. 

It  is  always  advisable  to  know  the  real  purpose  of  a 
bond  issue,  for  the  purpose  affects  the  security  of  the 
bonds,  and  the  rights  of  the  bondholders  to  enforce 
payment  of  interest  and  principal  depend  largely  on 
the  security  behind  the  issue. 

The  Bond’s  Claim  on  the  Income  and  Assets.  The  bond¬ 
holder’s  claim  on  the  income  and  assets  of  the  issuing 
concern  is  set  forth  in  a  legal  instrument  called  the  in¬ 
denture.  The  nature  and  contents  of  a  representative 
indenture  were  outlined  in  Executive  Manual  43.  Here 
we  are  concerned  with  the  indenture  as  it  affects  the 
rights  of  the  bondholder  and  the  security  of  his  invest¬ 
ment. 

Bonds  may  be  classified  as  to  security  by  two  broad 
divisions: 

1.  Mortgage. 

2.  Debenture. 

The  term,  mortgage  bonds,  is  commonly  applied  to  all 
bonds  which  are  secured  by  specific  assets — such  as  real 
estate,  plant  and  machinery,  or  stocks  and  bonds.  The 
name,  debenture,  is  commonly  given  to  bonds  and  notes 
which  are  not  secured  by  specific  assets. 

The  Security  behind  Mortgage  Bonds,  An  indenture 
drawn  up  for  an  issue  of  mortgage  bonds^conveys  the  title 
of  the  property  pledged  as  security  to  a  trustee  who  holds 
it  in  trust  for  the  bondholders. 

Only  the  title  to  the  property  supporting  an  issue  of 
mortgage  bonds  is  held  in  trust  for  the  bondholders; 
the  concern  that  issues  the  bonds  has  the  possession 
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and  use  of  the  property  as  long  as  the  terms  of  the 
indenture  are  complied  with. 

By  reading  again  the  outline  of  the  indenture  presented 
in  Executive  Manual  43,  you  will  see  that  the  indenture 
behind  a  mortgaged  bond  contains  a  complete  schedule 
of  the  assets  pledged  as  security  and  specifies  clearly  the 
terms  under  which  the  bond  is  issued.  The  fact  that 
the  security  is  so  definite  and  that  the  bondholder  is  re¬ 
lieved  of  all  responsibility  and  risk  in  maintaining  this 
security  makes  the  mortgage  bond  a  favored  investment. 

Debenture  Bonds.  The  debenture,  unlike  the  mortgage 
bond,  does  not  have  any  specific  property  pledged  to 
secure  its  payment.  But  it  is  not  on  this  account  unse¬ 
cured.  Where,  as  in  some  cases,  the  debenture  bonds  are 
the  only  debt  of  importance,  they  are  virtually  protected 
by  all  the  assets  of  the  corporation  in  substantially  the 
same  manner  as  they  would  be  if  they  wyere  mortgage 
bonds,  save  in  the  following  particular.  In  the  case  of 
mortgage  bonds,  no  additional  debts  may  be  incurred 
having  an  equal  claim  upon  the  specifically  pledged  as¬ 
sets,  while  in  the  case  of  debentures  it  is  possible  to 
increase  the  debt  and  give  such  additional  debt  a  claim 
parallel  with,  or  even  superior  to,  that  of  the  debenture 
bonds. 

To  protect  the  holders  of  debentures  against  the  dete¬ 
rioration  of  their  security  by  the  introduction  of  new 
debts — especially  those  in  the  form  of  other  debentures 
or,  in  some  cases,  of  mortgage  bonds — it  has  become  cus¬ 
tomary  to  issue  debentures  under  a  trust  indenture  simi¬ 
lar  in  its  general  features  to  those  drawn  to  accompany 
mortgage  bonds,  to  place  the  administration  of  such  in¬ 
denture  in  the  hands  of  a  trustee,  and  to  safeguard  the 
holders  of  debenture  bonds  against  the  deterioration  of 
their  holdings  by  specific  provisions  against  the  assump¬ 
tion  of  long-term  debts  having  claims  superior  to  theirs. 

Because  of  the  protective  features  usually  accompany¬ 
ing  the  better  classes  of  debentures,  they  are  better  secur- 
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ities  than  they  are  often  supposed  to  be;  and  since  a 
default  in  either  interest  or  principal  inevitably  brings  on 
a  receivership,  such  bonds  assume  their  normal  place  in 
the  reorganization  scheme  according  to  their  priority, 
along  with  the  other  securities. 

The  Value  of  the  Security  behind  a  Bond.  Bondholders 
should  give  due  consideration  to  the  security  back  of  a 
bond  issue  in  determining  the  course  to  pursue  should 
the  issuing  concern  fail  to  comply  with  the  terms  of  the 
indenture.  If  the  value  of  the  assets  that  support  a  bond 
issue  is  not  large  enough  to  net  the  face  value  of  the 
bonds  at  a  forced  sale,  then,  no  matter  how  vigorously 
the  bondholders  may  enforce  their  rights,  they  will  suf¬ 
fer  at  least  partial  loss  unless  they  are  able  to  work  out 
a  successful  plan  of  reorganization.  Thus  we  see  that — 

The  value  of  property  pledged  to  secure  a  bond  issue 
is  a  determining  factor  in  appraising  the  real  value 
of  mortgage  bonds. 

The  foregoing  principle  applies  to  bonds  secured  by 
specific  assets.  In  the  case  of  debenture  bonds,  we  must 
use  a  slightly  different  standard: 

An  important  factor  in  determining  the  real  value  of 
debenture  bonds  is  the  value  of  the  unencumbered 
assets  of  the  issuing  company. 

Recognition  of  these  principles  makes  it  imperative 
that  the  bondholder  familiarize  himself  fully  with  the 
principal  provisions  of  the  indenture,  because  without 
adequate  supporting  value,  the  bondholder’s  rights  may 
be  seriously  impaired. 

Payments  of  Interest  and  Principal.  The  interest  on  a 
bond  issue  constitutes  a  fixed  charge  against  the  income 
of  the  issuing  company  and  must  be  paid  when  due.  The 
periods  at  which  interest  is  due  are  designated  in  the 
indenture. 

Payment  of  the  investors’  principal  may  be  arranged 
for  by  redemption,  or  by  the  sinking-fund  method,  or  by 
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serial  retirement  of  the  bonds.  Or  such  payment  may  be 
left  unprovided  for  in  anticipation  that  the  bonds  will  be 
re-funded  at  maturity. 

Under  the  sinking  fund  method  a  date  of  maturity  is 
fixed  in  advance,  at  which  time  the  entire  issue  is  to  be 
redeemed  by  means  of  a  fund  built  up  gradually  during 
the  time  the  bond  issue  is  outstanding.  Under  the  re¬ 
demption  plan,  a  certain  portion  or  all  of  the  bond  issue 
may  be  redeemed  at  the  option  of  the  board  of  directors 
of  the  issuing  corporation  at  a  fixed  premium,  before  the 
date  of  maturity  is  reached.  Under  the  serial  method, 
certain  portions  of  the  outstanding  bonds  mature  and  are 
paid  off  periodically  until  the  entire  issue  is  thus  retired. 

Foreclosure  and  Control  by  Mortgage  Bondholders.  It 

is  customary  for  the  indenture  accompanying  an  issue  of 
mortgage  bonds  to  specify  the  conditions  under  which  the 
bondholders  may  exercise  their  power  of  foreclosure.  The 
indenture  binds  the  debtor  company  (the  mortgagor)  to 
perform  certain  acts  and  to  refrain  from  performing  cer¬ 
tain  other  acts.  When  the  mortgagor  fails  to  live  up  to 
the  provisions  of  the  indenture,  the  bondholders,  thru  the 
mortgagee  (the  trustee  who  holds  the  mortgage  for  them) 
may  exercise  their  right  to  protect  their  interests. 

For  example,  the  indenture  usually  provides  that  the 
principal  of  the  bond  issue  shall  become  due  and  payable 
when  the  mortgagor  defaults  on  the  payment  of  interest. 
This  does  not  mean,  however,  that  the  bondholders  can 
institute  foreclosure  proceedings  immediately.  The  mort¬ 
gagor  is  granted  a  certain  number  of  days  of  grace  in 
which  to  make  good  the  default.  But  when  he  fails  to 
do  so  within  the  grace  period,  the  bondholders  have  the 
right  to  foreclose. 

After  foreclosure  proceedings  are  instituted,  and  a  bill 
in  equity  granted  by  the  court,  then  the  court,  or  a  re¬ 
ceiver  appointed  by  it,  assumes  charge  of  the  business. 
The  stockholders  have  to  relinquish  control  and  usually 
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appoint  a  committee  to  look  after  their  interests.  The 
claims  of  the  mortgage  bondholders  may  then  be  satisfied 
thru  a  forced  sale  of  the  property  securing  the  bond  issue, 
or  an  agreement  may  be  reached  among  the  creditors  and 
stockholders  by  which  the  business  may  be  reorganized 
and  released  from  receivership. 

In  many  cases  the  bondholders,  to  protect  their  inter¬ 
ests,  find  it  advisable  to  buy  in  the  property  at  court 
sale  and  reorganize  the  business  themselves.  However, 
we  saw,  in  our  discussion  of  holding  corporations  in 
Executive  Manual  87,  how  the  holders  of  the  defaulted 
bonds  may  elect  to  forego  their  rights  of  foreclosure  and 
enter  into  an  agreement  with  the  debtor  corporation  for 
the  continued  operation  of  the  business.  In  such  a  case, 
the  bondholders  usually  insist  on  exercising  control  over 
the  business  in  order  fully  to  protect  their  equity.  This 
may  be  accomplished  by  having  the  stockholders  place 
a  majority  of  the  voting  shares  in  a  voting  trust  to  be 
administered  by  trustees  named  by  the  bondholders. 
When  a  default  occurs  under  the  indenture  of  a  mort¬ 
gage  bond,  the  priority  of  the  mortgage  bondholders’ 
claims  places  them  in  a  position  where,  unless  their 
claims  are  satisfied  otherwise,  they  may  acquire  the 
property  or  dominate  the  policies  of  the  business  thru 
a  reorganization  agreement. 

The  full  subject  of  reorganization  procedure  will  be 
treated  in  Executive  Manuals  91  and  92. 

Determining  the  Priority  of  Claim.  Just  what  claim  does 
a  particular  bond  issue  have  on  the  assets  and  income 
of  a  corporation?  This  can  be  determined  only  by  care¬ 
ful  analysis  of  a  complete  schedule  of  the  company’s 
outstanding  indebtedness.  A  bond  issue  may  be  styled 
a  “first-mortgage  issue,”  yet  be  secured  by  only  a  small 
portion  of  the  company’s  property.  Another  first-mort¬ 
gage  issue  may  have  a  prior  claim  on  the  mortgagor’s 
most  valuable  assets. 

A  bondholder  should  understand  clearly  the  priority 
of  claims  as  between  the  several  outstanding  issues 
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of  a  corporation’s  indebtedness,  especially  where 
many  different  classes  of  bonds  and  notes  have  been 
issued. 

The  history  of  railroad  securities  shows  forcefully  the 
need  for  applying  this  principle.  So  many  classes  of  rail¬ 
road  securities  have  been  issued  that  it  is  often  difficult 
to  determine  the  exact  claim  -which  a  particular  bond 
issue  has  on  the  mortgagor  company’s  assets  and  income. 
Take  the  case  of  a  consolidated  second-mortgage  bond 
issue  covering  many  separate  properties  and  equipment 
generally.  After  allowing  for  the  prior  claims  of  first- 
mortgage  bonds  and  equipment-trust  certificates,  the 
actual  equity  of  the  second-mortgage  issue  may  be  very 
small;  and,  in  the  event  of  default  by  the  mortgagor,  the 
second-mortgage  bondholders’  voice  in  a  reorganization 
would  be  very  feeble. 

Complicated  financial  structures  are  not  so  common 
to-day,  however.  Railroad  financiers  are  coming  more 
and  more  to  adopt  a  policy,  inaugurated  some  years  ago 
by  James  J.  Hill  and  others,  of  re-funding  a  number  of 
issues  of  different  types  and  maturities  into  one  large 
issue  having  the  same  security,  but  sometimes  different 
maturities  and  different  interest  rates.  The  object  of 
such  a  policy  is  to  improve  the  market  for  the  bonds  by 
the  process  of  standardization.  Bonds  are  now  much 
less  varied  in  type  than  was  formerly  the  case. 

The  Value  of  the  Mortgaged  Property.  The  ratio  of  the 
value  of  the  mortgaged  property  to  the  amount  of  bonds 
issued  against  it  is  always  an  important  factor,  both  to 
the  corporation  and  to  the  bondholder.  Naturally,  the 
bondholder  as  a  creditor  wants  to  be  fully  protected 
against  the  loss  of  his  principal.  He  wants  good  salable 
assets  back  of  his  bond,  of  a  value  high  enough  to  pro¬ 
vide  a  sufficient  margin  of  safety. 

Since  values  are  more  stable  in  some  lines  of  business 
than  in  others,  it  is  only  natural  to  find  that  bond  issues 
vary  widely  with  respect  to  the  value  of  the  assets 
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pledged  to  secure  them.  The  highest-grade  first-mortgage 
bonds  seldom  exceed  60  per  cent  of  the  appraised  value 
of  the  property  pledged  to  secure  them;  and  a  second 
mortgage  should  ordinarily  not  bring  the  total  of  both 
issues  above  80  per  cent  of  the  appraised  value. 

Mortgage  bonds  secured  by  land  or  buildings  that  have 
a  restricted  use  should  of  course  represent  a  smaller  per¬ 
centage  of  the  value  of  those  properties.  An  ideal  condi¬ 
tion  for  the  bondholder  is  one  in  which  the  bond  issue 
represents  but  50  per  cent  of  the  forced-sale  value  of 
the  property.  However,  where  property  has  been  readily 
salable  at  its  appraised  value,  bond  issues  representing 
as  high  as  80  per  cent  of  the  appraised  value  have  proved 
safe.  In  the  case  of  improvement  bonds,  it  is  the  general 
practice  of  industrial  corporations  to  have  the  bond  issue 
represent  about  75  per  cent  of  the  cost  of  the  improve¬ 
ments. 

The  Ratio  of  Earnings  to  Interest.  An  important  con¬ 
sideration  in  determining  the  ratio  of  the  property  value 
to  the  amount  of  the  mortgage  bonds  is  the  stability  and 
amount  of  net  earnings  available  for  interest  payments. 

A  long  record  of  stable  net  earnings  and  a  strong 
probability  that  this  record  will  be  maintained  war¬ 
rant  a  lower  ratio  of  the  property  value  to  the 
amount  of  the  bond  issue. 

In  other  words,  where  a  company  can  show  a  record 
of  good  earnings  over  an  extended  period  and  where 
conditions  indicate  the  maintenance  of  this  record,  the 
value  of  the  security  pledged  may  be  lower  than  it  would 
have  to  be  if  the  earning  ability  of  the  company  were 
very  irregular  or  doubtful. 

This  question  of  whether  the  earnings  will  be  sufficient 
to  take  care  of  all  payments  of  interest  without  handi¬ 
capping  the  business  is  important.  The  less  the  assur¬ 
ance  of  such  earnings,  the  greater  should  be  the  forced- 
sale  value  of  the  mortgaged  property  in  proportion  to 
the  amount  of  the  bond  issue. 
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The  Rights  of  Noteholders.  The  terminology  commonly 
applied  to  instruments  of  indebtedness  is  not  clearly 
defined.  There  is  often  very  little  real  distinction  between 
the  terms,  bond  and  note.  Usually,  however,  corporation 
bonds  differ  from  corporation  notes  in  the  matters  of 
length  of  maturity  and  purpose  of  issue.  In  general  prac¬ 
tice,  bonds  are  issued  to  obtain  permanent  capital  and 
notes  to  obtain  temporary  capital.  Most  corporation 
notes  are  similar  in  character  to  short-term  debenture 
bonds,  altho  there  is  no  universal  agreement  as  to  termi¬ 
nology.  Finance  corporations,  for  instance  (these  were 
described  in  Executive  Manual  42  in  connection  with  in¬ 
stallment  financing),  raise  large  amounts  of  capital  thru 
the  sale  of  notes  secured  by  installment  contracts  and 
notes.  These  notes  are,  practically  speaking,  short-term 
collateral-trust  bonds.  And  many  corporations  which  are 
too  small  to  float  an  issue  of  bonds  borrow  money  for 
fixed  capital  needs  and  issue  long-term  notes  secured  by 
real  esate  mortgages  or  valuable  collateral  in  the  form  of 
stocks  and  bonds. 

We  shall  speak  of  notes  here  as  short-term  instruments 
of  indebtedness  which  are  unsecured  by  specific  assets. 
Thus,  while  a  mortgage  bond  must  have  valuable  assets 
back  of  it  as  security,  the  note  is  usually  similar  to  the 
debenture  bond  inasmuch  as  its  support  is  the  credit 
and  general  earning  ability  of  the  issuing  organization. 
In  case  of  financial  difficulty,  unsecured  notes  remain 
unpaid  until  all  the  secured  claims  are  satisfied. 

The  most  common  purposes  for  which  short-term  cor¬ 
poration  notes  are  issued  are: 

1.  To  finance  improvements  or  current  operations  which  are 
expected  to  bring  in  enough  cash  to  pay  the  notes  at  ma¬ 
turity. 

2.  To  tide  over  a  high  interest  period,  in  anticipation  of  a 
future  issue  of  bonds  or  stock. 

The  ease  with  which  unsecured  notes  may  be  issued 
and  their  ready  salability  when  issued  by  a  strong  com- 
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pany  explain  their  popularity.  The  rights  of  unsecured 
noteholders  are  similar  to  the  rights  of  debenture  bond¬ 
holders  and  other  unsecured  creditors.  The  holders  of 
corporation  notes  secured  by  definite  assets  are  in  the 
same  position  as  mortgage  bondholders.  That  is,  they 
have  a  claim  on  these  assets  in  addition  to  their  general 
claim  on  the  unencumbered  assets  of  the  company. 

Summary  of  Bondholders’  Rights.  In  general  and  apart 
from  a  consideration  of  the  different  classes  of  bonds  (to 
avoid  useless  verbiage  we  shall  include  notes  among 
bonds),  the  holders  of  bonds  usually  have  two  funda¬ 
mental  rights: 

1.  They  are  entitled  to  receive  a  fixed  rate  of  interest  during 
the  life  of  the  bonds. 

2.  They  are  entitled  to  receive  the  face  value  of  the  bonds  at 
maturity,  or  sooner  in  case  of  redemption  of  the  issue  or 
dissolution  of  the  company. 

In  addition,  the  bondholders  may  have  other  rights 
which  enable  them  to  enforce  the  two  rights  just  men¬ 
tioned.  For  instance,  mortgage  bondholders  usually  have 
the  right — 

1.  To  institute  foreclosure  proceedings  in  case  the  issuing 
corporation  defaults  under  the  provisions  of  the  indenture. 

2.  In  common  with  others,  to  bid  for  the  property  pledged 
as  security,  should  it  be  put  up  for  sale  under  court  order 
after  foreclosure. 

3.  To  organize  themselves  into  a  new  corporation  and  take 
entire  control  of  the  property  and  its  management  in  case 
they  are  successful  in  bidding  in  the  property  at  the  bank¬ 
rupt  sale. 

Bondholders  have  invested  money  in  a  business  but 
have  chosen  to  forego  the  privilege  of  participating  in 
the  management  of  the  business  in  exchange  for  a  definite 
rate  of  return  on  their  investment  and  a  prior  claim 
upon  certain  of  its  assets  in  case  of  dissolution. 

Bondholders  may  acquire  rights  to  participate  in  the 
management  of  an  enterprise  only  thru  special  agree¬ 
ment  entered  into  either  at  the  time  the  bonds  are 
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issued  or  when  the  debtor  corporation  defaults  under 
the  provisions  of  the  indenture. 

We  have  already  cited  an  example  of  a  special  agree¬ 
ment  effected  after  bonds  had  been  defaulted — the  case 
of  the  holding  corporation  mentioned  in  Executive  Man¬ 
ual  87  and  described  more  fully  in  the  preceding  pages 
of  this  manual.  A  similar  agreement  may  be  entered  into 
at  the  time  the  bonds  are  issued.  Thus,  a  company  in 
straitened  circumstances  and  in  need  of  a  large  sum 
of  money,  often  finds  it  can  borrow  only  thru  issuing 
secured  bonds  and  agreeing  with  the  underwriters  to 
place  a  majority  of  its  voting  stock  in  a  trust  to  be 
administered  by  the  underwriters. 

Rights  of  Unsecured  Creditors.  In  addition  to  the  hold¬ 
ers  of  debenture  bonds,  there  are  other  creditors  whose 
claims  may  not  be  specifically  secured  by  any  of  the 
assets  of  the  corporation.  These  creditors  are  usually  of 
three  kinds: 

1.  Employes  who  have  claims  for  unpaid  salaries  or  unpaid 
judgments  for  injuries  received. 

2.  The  Federal,  state,  and  local  governments  for  unpaid 
taxes.  The  claims  of  those  taxing  bodies  are  prior  to  all 
others  except  wages. 

3.  Creditors  who  have  sold  goods  on  the  basis  of  the  general 
credit  standing  of  the  corporation. 

Under  the  Federal  Bankruptcy  Act  and  under  many 
state  laws,  wage  claims  up  to  a  certain  amount  are  rec¬ 
ognized  as  coming  ahead  of  other  creditors.  In  some 
states  special  ■  consideration  is  shown  the  employe  by 
permitting  him  to  recover  directly  from  the  individual 
stockholders  whenever  he  is  unable  to  obtain  from  the 
corporation  itself  payment  for  service  rendered.  In  some 
states  all  corporations  formed  under  the  general  corpora¬ 
tion  act  are  included;  in  others,  only  mining,  manufac¬ 
turing,  and  other  industrial  corporations  are  subject  to 
this  rule. 

In  the  case  of  individuals  or  other  business  concerns 
who  have  sold  goods  on  the  basis  of  the  credit  standing 
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of  the  corporation,  the  state  laws  also  vary.  Bat  it  is  a 
generally  accepted  principle  that — 

The  stockholders’  liability  in  a  corporation  is  in  most 
cases  limited  to  the  full-paid  value  of  his  stock. 

That  rule,  however,  is  only  partially  applied  in  several 
states.  In  a  few  states  a  stockholder  is  liable  up  to  twice 
the  par  value  of  his  stock  in  settling  the  claims  of  credi¬ 
tors.  This  latter  rule  applies  to  banks  in  almost  all  states. 

The  general  liability  of  stockholders  for  any  unpaid 
portions  on  the  par  value  of  their  shares  has  been  pre¬ 
viously  referred  to  in  the  discussion  of  full-paid  stock. 
It  is  interesting  to  know,  however,  that  the  original  sub¬ 
scribers  to  partially  paid  stock  are  the  ones  who  are  held 
liable  under  this  rule,  and  not  subsequent  purchasers 
wTho  buy  shares  at  their  market  value. 

In  case  of  a  debtor  company’s  insolvency,  the  claims 
of  unsecured  creditors  are  sometimes  satisfied  in  full 
from  a  contribution  of  additional  funds  by  those  holding 
the  secured  claims.  And  in  some  cases  the  claims  of  the 
unsecured  creditors  are  converted  into  secured  claims 
thru  a  reorganization. 

So  long  as  a  debtor  company  pays  all  claims  against 
it  when  due,  its  creditors,  including  bondholders, 
have  no  right  to  interfere  in  any  way  with  the  man¬ 
agement  of  the  business. 

The  question  of  contingent  rights  of  creditors  is  of 
real  significance  only  in  the  event  of  the  debtor’s  failure 
to  fulfill  his  contractual  obligations.  But,  since  even  in 
the  strongest  corporations  there  is  the  possibility  of  de¬ 
fault  on  promised  payments,  it  is  always  well  for  bond¬ 
holders  and  other  creditors  to  understand  what  their 
rights  will  be  in  the  event  of  default — before  they  buy 
bonds  or  notes  or  extend  credit  on  open  account. 

The  rights  of  those  who  have  an  ownership  interest  in 
a  business  are  explained  in  Part  II  of  this  manual. 
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Part  II 

Rights  of  Stockholders 
THE  bondholders’  rights  are  affected  by  the  kind 


of  bonds  they  own,  so  the  rights  of  stockholders 


are  affected  by  the  kind  of  stock  they  own.  In 
Executive  Manual  41,  we  discussed  the  marked  differ¬ 
ences  that  exist  between  common  and  preferred  stocks 
in  regard  to  their  claims  on  the  earnings  and  assets  of 
the  issuing  organization.  Let  us  now  further  analyze 
these  two  kinds  of  stock  with  particular  reference  to  the 
rights  enjoyed  thru  ownership  of  them. 

In  general,  since  preferred  stocks  are  given  a  prior 
claim  on  the  earnings  or  assets  of  a  company,  they  are 
limited  as  to  their  share  in  the  profits  and  in  the  exercise 
of  managerial  power;  while  common  stocks,  having  less 
equity  and  carrying  more  risk,  are  usually  permitted  to 
exercise  greater  managerial  control  and  to  share  fully  in 
the  profits  remaining  after  all  fixed  charges  and  pre¬ 
ferred  dividends  have  been  paid. 
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As  cumulative  and  noncumulative  preferred  stocks 
have  distinguishing  characteristics  that  have  an  impor¬ 
tant  bearing  on  the  rights  of  holders,  we  shall  analyze 
each  of  these  types  of  preferred  stock  separately. 

As  we  know,  either  a  cumulative  or  a  noncumulative 
preferred  stock  is  entitled  to  a  preferred  or  prior  claim 
to  dividends  each  year.  Before  a  dividend  can  be  declared 
on  the  common  stock,  the  specified  dividend  must  be 
paid  on  the  preferred  stock.  A  cumulative  preferred  stock 
carries  over  a  claim  on  unpaid  dividends  from  year  to 
year.  Any  accrued  dividends  that  are  unpaid  constitute 
a  claim  prior  to  that  of  the  common  stockholders  on  the 
profits  of  succeeding  years.  But  if  earnings  in  any  year 
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or  period  are  not  sufficient  to  warrant  paying  the  divi¬ 
dend  on  a  noncumulative  preferred  stock,  the  directors 
may  pass  the  dividend,  and  the  preferred  stockholders 
cannot  recover  it  in  future  years. 

Noncumulative  Preferred  Stock.  Relatively  little  non¬ 
cumulative  preferred  stock  is  issued.  It  is  difficult  to  sell 
because  of  the  possibility  that  dividends  may  be  passed 
at  the  discretion  of  the  directors.  There  may  be  a  tend¬ 
ency  to  use  profits  for  building  up  assets  instead  of  pay¬ 
ing  dividends  on  the  noncumulative  preferred  stock. 

Ordinarily,  there  is  no  legal  way  by  which  the  holders 
of  noncumulative  preferred  stock  can  prevent  the  direc¬ 
tors  from  passing  preferred  dividends,  altho  no  dividends 
can  be  paid  on  the  common  stock  in  any  year  unless  the 
stipulated  rate  of  dividends  on  the  noncumulative  pre¬ 
ferred  stock  is  paid  first. 

If  there  is  no  express  provision  in  the  charter  as  to 
whether  the  preferred  stock  is  cumulative  or  noncumu¬ 
lative  as  to  dividends,  and  in  the  absence  of  a  statute 
covering  such  a  situation,  a  court  decision  construing 
the  language  of  the  preferred-stock  agreement  may  be 
necessary.  Consequently — 

It  is  advisable  to  have  the  corporate  charter  and  the 
stock  certificates  specify  whether  a  preferred  stock  is 
cumulative  or  noncumulative  as  to  dividends. 

Cumulative  Preferred  Stock.  It  sometimes  happens 
that  a  company  puts  out  a  cumulative  preferred  issue 
and  later  becomes  unable  to  meet  the  full  dividend  each 
year.  Unpaid  dividends  pile  up  and  constitute  a  prior 
claim  to  that  of  the  common  stockholders  on  the  future 
earnings  of  the  company.  As  a  natural  result,  the  market 
value  of  the  common  stock  declines  since  the  common 
stockholders  cannot  expect  any  dividends  until  all  the 
accrued  dividends  on  the  preferred  stock  are  paid. 

When  a  large  amount  of  unpaid  preferred  dividends 
has  piled  up,  the  general  practice  is  to  attempt  some 
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sort  of  an  adjustment  whereby  the  common  stockholders 
can  again  receive  dividends.  This  may  be  accomplished 
by  getting  the  preferred  stockholders  to  agree  to  a 
“funding”  of  their  unpaid  dividends.  This  funding  of 
accumulated  dividends  is  often  effected  by  inducing  the 
preferred  stockholders  to  accept  some  of  the  company’s 
securities,  either  stocks  or  bonds,  in  exchange  for  their 
claim  on  the  accrued  dividends.  This  frequently  makes 
possible  an  early  resumption  of  dividends  on  the  common 
stock. 

Preferred  stocks  usually  have  prior  claim  on  assets  in 
the  event  of  insolvency;  that  is,  a  claim  ahead  of  com¬ 
mon  stock.  The  preferred  stockholders  do  not  realize 
anything  out  of  the  assets  of  a  defunct  business  until 
all  the  creditors’  claim  are  satisfied.  In  other  words,  the 
only  rights  of  a  preferred  stockholder  over  the  common 
stockholder  are  his  prior  claim  to  dividends  in  a  going 
business  and  his  prior  claim  to  assets  in  the  event  of 
insolvency,  provided  his  stock  is  preferred  as  to  assets 
as  well  as  to  dividends.  In  return  for  his  prior  claims, 
he  gives  up  any  claim  on  net  profits  beyond  the  specified 
rate  of  dividends  (unless  his  stock  is  a  participating  pre¬ 
ferred  stock)  and  often  he  also  gives  up  the  right  to 
participate  in  the  management  by  voting. 

Some  Special  Preferred-Stock  Conditions.  To  make  their 
preferred  stocks  attractive  to  investors,  many  corpora¬ 
tions  have  endowed  their  issues  with  certain  extra  pro¬ 
tective  features  or  certain  special  privileges  not  always 
accorded  to  this  class  of  stock.  For  it  is  recognized  that — 
One  of  the  objections  to  certain  preferred  stocks  on 
the  part  of  investors  is  their  lack  of  voting  power. 

Thus  it  is  not  uncommon  for  a  corporation  to  issue 
preferred  stock  which  not  only  carries  a  prior  claim  to 
dividends  and  assets,  but  also  gives  the  holders  voting 
power  under  certain  conditions,  as  when  new  financing 
is  to  be  considered  or  when  preferred  dividends  are 
passed.  Or  the  right  to  elect  a  majority  of  the  board  of 
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directors  may  pass  to  the  preferred  stockholders  after 
preferred  dividends  remain  unpaid  for  a  certain  period. 

In  addition  the  corporation  frequently  covenants  with 
the  preferred  shareholders  not  to  place  a  mortgage  on 
its  principal  assets,  not  to  create  any  long-term  debt,  and 
not  to  issue  new  preferred  stock  with  rights  equal  to  the 
present  preferred,  without  the  consent  of  a  specified 
majority  of  the  preferred  stock  outstanding.  It  may 
further  agree  to  maintain  a  certain  ratio  of  liquid  assets 
to  current  liabilities.  These  protective  features  are  de¬ 
signed  to  assure  the  preferred  stockholders  the  mainte¬ 
nance  of  their  equities. 

There  is  considerable  latitude  in  the  rights  that  may¬ 
be  accorded  to  preferred  stockholders,  and  conse¬ 
quently  there  are  important  differences  as  between 
the  rights  of  preferred  shareholders  in  different  cor¬ 
porations. 

It  is  therefore  important  for  the  prospective  investor 
to  ascertain  definitely  what  his  rights  as  a  preferred 
stockholder  will  be,  before  he  invests  in  the  preferred 
stock  of  a  particular  corporation. 

Convertible  Preferred  Stocks.  Some  issues  of  preferred 
stock  carry  a  special  clause  in  the  agreement  which  per¬ 
mits  the  conversion  of  the  preferred  stock  into  common 
stock  at  a  given  ratio.  The  owners  of  convertible  pre¬ 
ferred  stock  may,  therefore,  often  have  an  opportunity 
to  convert  their  shares  into  common  stock  at  a  good 
profit.  Smith,  say,  buys  50  shares  of  7  per  cent  convert¬ 
ible  preferred  stock  at  $102  a  share.  The  no-par  common 
stock  of  the  company  has  a  market  value  at  this  time 
of  a  $18  a  share.  The  preferred  stock  carries  the  privilege 
(expiring  in  ten  years)  of  conversion  into  common  stock 
at  the  rate  of  four  shares  of  common  for  one  of  preferred. 
Two  years  later  the  common  stock  reaches  a  market 
price  of  $36  a  share.  Smith  then  converts  his  50  pre¬ 
ferred  shares  into  200  common  shares,  which  he  sells — 
and  his  profit  on  the  whole  transaction  is  $2,100,  less 
brokerage  charges. 
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Smith,  however,  is  not  the  only  one  to  gain  an  advan¬ 
tage  thru  this  transaction.  While  he  holds  the  50  shares 
of  preferred  stock,  the  corporation  is  under  agreement 
to  pay  him  a  fixed  sum  annually  in  dividends;  but  after 
he  has  converted  his  holdings  into  common  stock,  the 
corporation  is  no  longer  under  contract  to  pay  him  a 
fixed  dividend  rate.  The  corporation  may,  of  course, 
choose  to  pay  a  higher  rate  on  the  common  stock,  if 
earnings  warrant  it,  but  it  has,  thru  the  conversion, 
reduced  its  fixed  dividend  requirements. 

The  exercise  of  a  conversion  privilege  in  a  preferred 
stock  may  be  profitable  to  the  issuing  corporation  as 
well  as  to  the  investor. 

The  investor  who  holds  convertible  preferred  shares 
should  of  course  watch  the  market  price  of  the  common 
stock  into  which  his  preferred  is  convertible.  Usually  a 
conversion  privilege  is  given  to  enable  an  investor  to 
obtain  a  possible  speculative  profit  without  assuming  the 
usual  speculative  risk.  Therefore,  this  feature  in  a  pre¬ 
ferred  stock  is  often  very  desirable  from  the  investor’s 
point  of  view  and  at  the  same  time  of  considerable 
advantage  to  the  issuing  corporation.  For,  as  we  saw  in 
the  section  on  financing  a  business,  freedom  in  the  admin¬ 
istration  of  the  earnings  facilitates  all  the  operations  of 
the  business. 

Redeeming  Preferred  Stock.  While  preferred  stocks  are 
generally  accorded  protective  features  to  make  them 
attractive  as  investments,  the  rights  of  holders  are  dis¬ 
tinctly  different  from  the  rights  of  creditors.  An  investor 
in  the  bonds  or  notes  of  a  corporation  contributes  capital 
for  a  definite  period,  at  the  end  of  which  time  he  has 
the  right  to  expect  and  demand  reimbursement.  But  an 
investor  in  preferred  stock  contributes  capital  for  an 
indefinite  period. 

In  the  absence  of  a  limiting  clause,  preferred  stock  is 
presumed  to  participate  thruout  the  life  of  the  cor¬ 
poration. 


RIGHTS  OF  STOCKHOLDERS 


19 


Since,  however,  the  provisions  of  a  preferred  stock 
issue  usually  obligate  the  corporation  to  pay  out  divi¬ 
dends  at  a  fixed  annual  rate  and  to  do  certain  other 
things,  already  discussed,  that  restrict  full  freedom  of 
action  in  administering  financial  and  other  operations, 
there  is  usually  included  in  the  charter  a  clause  empower¬ 
ing  the  corporation  to  call  in  and  retire  the  preferred 
stock  under  certain  specified  conditions.  Thus  a  rep¬ 
resentative  preferred-stock  issue  carries  the  following 
clause — known  as  the  redemption  provision: 

On  the  first  day  of  April,  1927,  and/or  on  any  dividend  payment 
date  thereafter,  the  corporation  may  redeem  the  whole  or  any  part 
of  the  preferred  stock  from  time  to  time  outstanding  at  the  redemp¬ 
tion  price  of  one  hundred  and  ten  dollars  ($110)  per  share  plus  the 
accrued  and  unpaid  dividends  computed  to  the  date  fixed  for  such 
redemption.  If  less  than  all  of  the  preferred  stock  is  to  be  redeemed, 
the  shares  to  be  redeemed  shall  be  selected  by  lot  in  any  usual  man¬ 
ner  determined  by  the  board  of  directors. 

As  an  additional  protective  feature  to  attract  investors 
to  its  preferred  stock,  a  corporation  sometimes  agrees  to 
create  a  sinking  fund  out  of  earnings,  to  be  applied  to 
the  redemption  of  the  stock. 

The  reason  for  this  provision  is  that  a  corporation 
may,  under  a  pressing  need  for  more  working  capital, 
issue  preferred  stock  and  assume  certain  obligations  to 
the  preferred  shareholders  which  may  prove  burden¬ 
some  to  it.  Then,  as  the  corporation  develops  and  a  sur¬ 
plus  is  accumulated,  it  is  often  an  advantage  to  be  able 
to  call  in  the  outstanding  preferred  stock.  Preferred 
shares  frequently  carry  either  the  right  of  conversion  by 
the  holders  or  the  right  of  redemption  by  the  corporation, 
and  some  preferred  stocks  carry  both  these  provisions. 

RIGHTS  OF  COMMON  STOCKHOLDERS 

The  ownership  of  the  common  stock  of  a  corporation 
vests  the  owner  with  some  important  rights  and  privi¬ 
leges,  but  offers  no  definite  security  against  loss. 
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A  holder  of  common  stock  depends  solely  upon  the 
success  of  the  business  for  his  income  and  profit,  and 
for  the  safety  of  his  principal. 

In  relation  to  common  stock,  all  other  kinds  of  securi¬ 
ties  have  prior  claim  on  the  assets  and  income  of  a  cor¬ 
poration.  But  this  priority  of  claim  is  counterbalanced 
to  a  great  extent  by  the  power  of  control  exercised  by 
the  common  stockholders  over  the  policy  and  manage¬ 
ment  of  a  corporation. 

The  Rights  of  Stockholders  as  a  Body.  The  stockholders 
have  certain  rights  which  are  exercised  only  thru  group 
action  and  are  specified  in  the  general  corporation  act. 
the  charter,  and  the  by-laws.  These  rights  are: 

1.  To  amend  and  alter  the  charter  and  the  tw-laws. 

2.  To  dissolve  the  corporation. 

3.  To  elect  the  directors  and  in  some  cases  to  supervise  the 
management  of  the  corporation  thru  control  over  the  by¬ 
laws. 

4.  In  most  cases,  to  control  the  sale  or  mortgage  of  the  per¬ 
manent  assets  which  are  vital  to  the  business. 

The  corporate  charter  is  the  state’s  grant  of  power 
under  which  the  corporation  is  organized  and  operated. 
If  the  stockholders,  as  a  body,  have  the  power  of  amend¬ 
ing  and  altering  the  charter,  they  exercise  complete  con¬ 
trol  over  the  internal  lawTs  of  the  organization,  subject 
only  to  the  corporation  laws  of  the  state. 

Since  changing  or  amending  the  charter  may  alter 
entirely  the  very  nature  and  operations  of  the  corpora¬ 
tion,  the  statutes  of  the  various  states  properly  provide 
that  proposals  for  such  changes  must  be  offered  some 
time  in  advance  of  their  consideration  by  the  stock¬ 
holders,  that  due  notice  of  such  proposals  must  be  given, 
and  that  amendments  must  be  approved  by  a  large 
majority  of  the  stockholders  before  they  can  become 
legally  effective. 

The  stockholders,  as  a  body,  also  have  the  right  to 
dissolve  the  corporation  by  complying  with  all  the  legal 
requirements  incident  to  this  action.  But,  of  course,  sue- 
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cessful  corporations  are  seldom  dissolved,  and  unsuccess¬ 
ful  ones  are  often  permitted  to  lapse  thru  failure  to  pay 
the  annual  license  fees  and  taxes. 

The  Stockholders’  Supervision  of  the  Directorate.  In  all 

cases  the  direct  control  of  the  corporation  is  exercised 
by  the  directorate.  Consequently,  the  method  by  which 
the  directors  are  elected  is  ordinarily  stated  at  length  in 
the  general  corporation  act  of  the  state  which  issues  the 
charter.  In  some  cases,  however,  the  regulations  con¬ 
cerning  the  election  of  directors  are  left  for  the  charter 
and  the  by-laws. 

In  some  instances  the  directors  are  elected  as  a  body, 
annually;  in  others,  they  are  elected  in  classes,  each 
class  serving  for  a  certain  number  of  years.  In  either 
case,  since  the  stockholders  have  the  right  to  elect,  it  is 
possible  for  them  to  outline  the  policy  which  they  wish 
to  have  followed  and  to  secure  a  pledge  from  the  suc¬ 
cessful  candidates  for  the  directorate  that  they  will,  if 
elected,  follow  the  policy  or  plan  outlined  by  the  stock¬ 
holders. 

Where  the  directors  are  elected  in  classes,  it  may  take 
two  years  or  more  for  the  majority  stockholders  to  gain 
control  over  a  directorate  which  fails  to  represent  them. 
But  where  the  entire  board  of  directors  is  elected  an¬ 
nually,  the  stockholders’  problem  of  exercising  control 
can,  of  course,  be  dealt  with  each  year. 

The  corporation  laws  in  most  states  and  the  corporate 
by-laws  of  most  corporations  permit  the  directors  to  act 
upon  their  own  judgment  in  the  management  of  the 
corporate  business.  Except  for  their  power  to  make 
changes  in  the  directorate,  the  stockholders  are  usually 
limited  in  their  right  to  supervise  or  approve  actions  of 
the  board  of  directors.  As  a  rule,  however,  the  stock¬ 
holders  do  reserve  at  least  the  following  rights: 

1.  Approval  of  the  sale  of  any  of  the  permanent  assets  of  the 
corporation,  by  a  majority  vote. 

2.  Authorization  of  mortgage  or  other  long-term  obligations. 
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While  other  limitations  of  directors’  powers  may  be 
included  in  the  charter  or  by-laws,  they  are  very  uncom¬ 
mon  because  sound  business  practice  dictates  the  appli¬ 
cation  of  this  principle: 

The  directors  of  a  corporation  should  have  sufficient 
authority  and  freedom  of  action  to  supervise  and 
direct  efficiently  the  activities  of  the  business. 

To  promote  most  effective  operation,  the  stockholders, 
as  a  body,  delegate  control  to  the  directorate  and  exer¬ 
cise  their  ultimate  power  of  control  thru  their  voting 
rights. 

Rights  of  Stockholders  as  Individuals.  As  individuals, 
stockholders  have  additional  rights,  altho  some  of  them 
can  be  exercised  only  on  the  approval  of  the  majority 
of  the  stockholders  by  formal  action.  The  more  impor¬ 
tant  of  these  rights  are: 

1.  To  participate  in  all  stockholders’  meetings. 

2.  To  receive  certain  kinds  of  information;  and,  within  speci¬ 
fied  limitations,  to  inspect  the  books  and  accounts  of  the 
company. 

3.  To  share  in  the  dividends  declared  during  the  life  of  the 
corporation  and  in  the  assets  at  its  dissolution. 

4.  When  additional  stock  is  issued,  to  subscribe  for  such  a 
proportion  of  the  new  stock  that  their  shares  in  the  con¬ 
trol  and  the  equity  of  the  corporation  will  be  unchanged. 

The  right  to  participate  in  all  stockholders’  meetings 
is  qualified  only  as  the  voting  rights  are  qualified  as  to 
holders  of  different  classes  of  stock.  We  saw  in  our  pre¬ 
vious  statement  of  the  secretary’s  duties,  how  the  stock¬ 
holders  must  be  given  advance  notice  of  all  stockholders’ 
meetings  and  of  the  subjects  to  be  there  and  then  taken 
up.  During  the  meeting  each  stockholder  has  the  right 
to  take  part  in  the  discussions  under  the  customary  rules 
of  parliamentary  practice.  He  may  ask  for  information 
upon  the  business  policy  and  practice  of  the  management 
and  offer  resolutions  for  the  consideration  of  the  stock¬ 
holders  as  a  body — resolutions  expressing  the  will  or 
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sentiment  of  the  stockholders  on  matters  of  management 
policy. 

The  Stockholder’s  Right  to  Information.  Historically, 
the  corporation  was  a  refined  form  of  partnership  in 
which  the  members  intrusted  the  active  management  to 
an  elected  board  of  directors.  In  the  early  days  of  cor¬ 
porate  organization,  the  stockholders  possessed  the  same 
right  to  complete  information  about  the  corporation  and 
its  internal  affairs  as  did  the  partners  in  a  firm.  Each 
stockholder  was  permitted  to  go  into  the  office  or  the 
works  at  his  pleasure.  It  was  found,  however,  that  this 
privilege  was  often  abused. 

In  a  partnership,  each  partner  is  likely  to  devote  his 
entire  time  and  energy  to  a  single  business  enterprise. 
The  individual  stockholder,  on  the  other  hand,  is  often 
interested  in  several  corporate  enterprises.  He  may  even 
be  a  stockholder  in  competing  companies  and  thus  desire 
information  in  regard  to  business  conditions  and  busi¬ 
ness  policies  of  the  corporation  in  which  he  is  least 
interested,  for  the  benefit  of  those  corporations  in  which 
he  is  most  interested. 

This  condition  has  led  legislatures  and  courts  to  adopt 
quite  a  different  policy  from  that  originally  pursued.  In 
general,  a  stockholder  is  permitted  to  examine  the  stock 
and  transfer  books  by  applying  at  the  principal  office  of 
the  corporation  during  business  hours.  But  where  there 
is  good  reason  to  believe  that  the  person  asking  for  such 
information  intends  to  make  improper  use  of  it,  the 
courts  will  not  aid  him  by  issuing  the  proper  writ  com¬ 
pelling  the  corporation  to  show  him  its  books. 

Obtaining  Financial  Reports.  As  to  the  books  of  ac¬ 
count,  the  stockholder  usually  has  no  right  of  inspection 
at  all.  For  example,  he  cannot  legally  enforce  a  demand 
for  information  about  the  company’s  purchases  or  sales 
or  about  its  contracts.  The  stockholder  is,  however, 
usually  entitled  to  annual  reports  summarizing  the  in- 
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come  for  the  year  and  showing  the  financial  condition  at 
the  close  of  the  year.  But  such  rights  may  often  be  relin¬ 
quished  by  the  stockholders,  for  the  time  being,  by  the 
insertion  of  clauses  authorizing  such  action  in  the  charter 
or  the  by-laws. 

As  a  matter  of  fact,  owing  to  the  insistent  demand  of 
most  investors  for  information  in  regard  to  the  financial 
condition  of  the  corporations  in  which  they  hold  stock, 
it  is  becoming  generally  true  that — 

Corporations  appealing  to  the  general  public  for 
funds  find  it  advisable  to  publish  reports  and  finan¬ 
cial  statements  periodically,  rather  than  adopt  a  se¬ 
cretive  business  policy. 

Such  institutions  as  the  Standard  Oil  Companies  are 
apparently  marked  exceptions  to  this  general  rule,  having 
been  so  successful  under  the  policy  of  giving  little  infor¬ 
mation  to  anyone  that  their  stockholders  have  made  no 
attempt  to  secure  even  adequate  annual  reports. 

With  railroads  and  public-service  corporations  the  case 
is  entirely  different.  Under  the  Interstate  Commerce 
Law,  railways  doing  interstate  business  are  obliged  to 
furnish  monthly  and  annual  statements  to  the  Commis¬ 
sion,  and  such  reports  are  published  annually  in  a  volume 
called  Statistics  of  Railways  in  the  United  States.  The 
states  quite  generally  require  similar  reports  from  local 
railways  and  other  public-service  corporations. 

Most  banks  and  insurance  companies  now  publish  peri¬ 
odical  reports,  and  many  industrial  corporations  issue 
annual  balance-sheet  statements — and  in  some  cases 
quarterly  reports  of  earnings.  As  outstanding  examples 
may  be  mentioned  the  General  Motors  Corporation,  the 
United  States  Steel  Corporation,  and  Armour  &  Com¬ 
pany. 

The  tendency  is  toward  better  and  more  fully  sum¬ 
marized  reports  for  the  benefit  of  the  individual  stock¬ 
holder,  so  that  he  need  place  less  and  less  dependence 
upon  his  own  direct  examination  of  the  company’s  books. 
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This  is  a  distinct  gain  for  legitimate  business  enterprises, 
since  such  information  is  more  reliable  from  the  inves¬ 
tor’s  standpoint,  and,  in  addition,  cannot  be  used  for  the 
purpose  of  injuring  the  business  of  the  corporation  which 
is  giving  the  information. 

Stockholders’  Rights  as  to  Dividends.  Stockholders  as 
individuals  have  the  right  to  share  in  the  distribution  of 
dividends  in  proportion  to  their  holdings  and  in  accord¬ 
ance  with  the  charter  or  by-law  provisions  regarding  the 
class  of  stock  wdiich  they  own. 

Generally  the  right  to  declare  dividends  is  granted  to 
the  directors  of  a  corporation.  Under  such  circumstances 
the  stockholders  cannot  by  vote  require  them  to  take 
action  upon  the  question  of  dividends,  much  less  fix  the 
rate  at  which  they  shall  be  declared.  However,  when 
once  a  dividend  is  declared  by  the  board  of  directors,  the 
individual  stockholders  have  the  right  to  share  in  it  in 
proportion  to  their  stock.  They  can  collect  the  amount 
due  them  from  the  corporation  by  use  of  the  legal 
methods  of  collecting  debts. 

Whenever  there  are  two  or  more  classes  of  stock,  the 
respective  rights  of  each  class  are  fixed  in  the  charter 

The  holders  of  shares  in  any  class  have  the  right  to 
dividends  as  they  are  declared,  but  as  individuals 
they  have  no  right,  on  account  of  owning  a  superior 
class  of  stock,  to  compel  the  directors  to  authorize  a 
dividend. 

For  example,  the  holder  of  7  per  cent  cumulative  pre¬ 
ferred  stock  has  no  legal  right  to  a  dividend  at  all  except 
when  the  dividend  is  duly  authorized  by  the  board  of 
directors.  In  this  respect  all  classes  of  stockholders  are 
in  the  same  relative  position. 

The  Directors’  Authority  Over  the  Use  of  Surplus.  The 

board  of  directors  decides  whether  surplus  earnings  shall 
be  distributed  as  dividends.  As  we  have  already  seen  in 
the  discussion  of  “What  to  do  with  surplus”  in  Part  II 
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of  Executive  Manual  48,  there  are  many  uses  which  a 
company  may  make  of  its  surplus.  It  is  not  necessary 
to  recount  these  uses  here.  It  is  sufficient  to  emphasize 
this  important  fact: 

Legal  provisions  and  general  business  practice  recog¬ 
nize  the  advisability  of  allowing  the  directors  of  a 
corporation  to  exercise  their  discretion  as  to  the 
proper  use  of  surplus  earnings. 

Where  surplus  is  not  paid  out  as  cash  dividends,  but 
instead  is  "plowed  back”  into  the  business,  the  stock¬ 
holders  have  to  forego  immediate  benefits,  it  is  true,  but 
they  rarely  lose  by  such  a  constructive  policy.  Their 
equity  in  the  business  is  increased  thereby,  the  company’s 
financial  condition  is  strengthened,  and  usually  the  way 
is  paved  for  larger  future  earnings  and  the  eventual  dis¬ 
tribution  of  larger  cash  dividends  than  would  have  been 
possible  otherwise. 

The  directors  usually  have  the  power  also  to  determine 
in  what  form  dividends  shall  be  paid — whether  in  cash, 
scrip,  stock,  or  property.  There  are  important  exceptions 
to  this  rule,  however.  For  instance,  dividends  on  pre¬ 
ferred  stock  are  usually  payable  only  in  cash  or  its 
equivalent.  And  dividends  payable  in  the  form  of  stock 
can  be  declared  only  where  the  corporation  has  unissued 
stock  available  for  distribution.  If  all  the  company’s 
stock  is  issued  and  outstanding,  the  charter  must  first  be 
amended  to  provide  for  an  increase  of  the  capital  stock. 
And,  as  we  have  already  seen,  the  stockholders  alone 
have  the  right  to  amend  the  charter. 

Stock  Dividends.  Where  the  equity  of  stockholders  has 
been  materially  increased  by  the  accumulation  of  surplus 
earnings  within  the  business,  it  is  not  unusual  to  recapi¬ 
talize  the  business  at  a  higher  figure  and  to  issue  addi¬ 
tional  stock. 

The  process  of  converting  the  existing  surplus  into 
additional  stock  is  called  "declaring  a  stock  dividend,” 
or,  in  the  expressive  language  of  Wall  Street,  "cutting  a 
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melon.”  Wherever  a  real  surplus  exists  and  the  stock 
representing  it  is  issued  pro  rata  to  all  the  present  stock¬ 
holders,  no  valid  criticism  against  this  method  of  declar¬ 
ing  a  dividend  can  be  presented.  Such  a  surplus  can  be 
created  only  by  withholding  the  earnings,  and  those  who 
have  held  their  stock  during  the  waiting  period  are 
entitled,  upon  both  moral  and  economic  grounds,  to  their 
share  of  the  new  stock. 

The  Right  to  Subscribe  for  New  Stock.  In  some  cases 
the  directors  instead  of  giving  new  stock  as  a  bonus  to 
the  existing  stockholders,  choose,  or  are  required  by 
statute  law,  to  sell  the  new  issue  for  cash.  Under  such 
circumstances  the  rule  is — a  rule  which  has  certain  ex¬ 
ceptions — that  the  new  stock  be  offered  to  the  stock¬ 
holders,  and  that  each  stockholder  be  permitted  to  buy 
as  many  shares  as  is  necessary  to  maintain  his  share  in 
the  control  of  the  corporation  and  in  the  equities  repre¬ 
sented  by  its  surplus. 

An  example  will  make  clear  why  this  rule  is  neces¬ 
sary.  Let  us  suppose  that  shares  of  $125  real  value  are 
offered  to  the  existing  stockholders  pro  rata  at  $100  a 
share.  Those  stockholders  who  have  funds  available  for 
investment  are  in  a  position  to  take  up  their  quota  and 
thus  make  $25  per  share  by  purchasing  the  new  stock 
at  less  than  its  real  value. 

On  the  contrary,  those  who  have  no  funds  available  for 
investment  at  the  time  the  new  stock  is  offered,  and 
cannot  borrow  such  funds,  will  be  unable  to  take  advan¬ 
tage  of  this  opportunity.  Their  proportionate  equities 
in  the  assets  of  the  business  will  be  reduced,  and  their 
only  chance  to  profit  thru  the  new  issue  of  stock  is  to 
sell  their  “rights” — provided  the  “rights”  have  a  market 
value,  as  explained  in  Executive  Manual  42. 

Until  the  economic  right  of  every  stockholder  to  par¬ 
ticipate  in  the  distribution  of  dividends  thru  the  issue 
of  additional  stock  shall  be  fully  guaranteed  by  statute 
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law  in  every  state,  there  will  be  opportunity  to  withhold 
earnings  for  a  period  of  years,  create  a  surplus,  and  then 
give  the  stockholders  a  chance  to  subscribe  for  an  issue 
of  additional  stock  at  par.  Those  shareholders  who  have 
surplus  capital  then  get  the  opportunity  which  they 
ordinarily  do  not  hesitate  to  use,  to  subscribe  for  stock 
which  is  not  taken  up  by  other  shareholders. 

Fortunately  this  method  of  defrauding  certain  mem¬ 
bers  of  the  corporation  for  the  benefit  of  the  rest  is  of 
much  less  importance  than  formerly,  owing  partly  to  the 
protection  afforded  by  changes  in  the  statute  law  of  many 
states  and  partly  to  the  fact  that  stockholders  as  a  result 
of  experience  take  the  precaution  to  protect  themselves 
when  new  issues  of  this  kind  are  authorized,  by  using 
their  stock  as  collateral  and  borrowing  the  money  neces¬ 
sary  to  buy  their  portion  of  the  new  issue. 

The  Stockholders’  Rights  to  Assets.  Upon  the  dissolu¬ 
tion  of  a  corporation,  the  common  stockholders  share  in 
the  remaining  assets  only  after  all  debts  are  paid.  If 
there  is  outstanding  preferred  stock  which  is  preferred 
as  to  assets,  the  preferred  stockholders  must  be  paid  in 
full  before  any  distribution  can  be  made  to  the  common 
stockholders.  If  the  preferred  stock  is  preferred  as  to 
dividends  only,  then,  of  course,  the  preferred  stockholders 
would  share  ratably  with  the  common  stockholders  in 
the  remaining  assets  of  the  corporation. 

In  estimating  what  would  be  the  value  of  a  common 
stock  in  the  event  of  dissolution,  the  salable  value  of 
the  remaining  assets  should  be  used  and  not  their 
book  value. 

This  principle  is  important  to  a  stockholder.  A  cor¬ 
poration  may  have  tangible  assets  whose  book  value 
would  indicate  that  the  common  stock  had  a  large  equity. 
But  a  forced  sale  of  these  same  assets  might  bring  in 
only  a  fraction  of  the  book  value.  On  the  books  of  the 
corporation,  the  value  of  the  corporation’s  physical  prop¬ 
erty  is  based  upon  its  usefulness  to  the  business  as  a 
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going  concern.  When  sold,  its  value  is  based  upon  its 
usefulness  to  the  purchaser,  and  unless  he  wants  the 
property  for  a  similar  use,  its  value  to  him  is  likely  to 
be  relatively  low. 

Such  are  the  more  general  rights  of  the  stockholders 
in  a  corporation.  In  general,  stockholders  tend  to  have 
rights  of  control  in  the  management  of  their  corporation 
in  direct  proportion  to  the  risk  of  loss  they  assume  as 
stockholders.  If  there  are  several  classes  of  stock  in  a 
corporation,  the  risk  assumed  by  each  class  should  be 
proportionate  to  its  voice  in  the  management. 

******* 

Now  that  we  have  a  good  groundwork  in  the  rights  of 
owners  and  creditors  and  have,  in  the  preceding  manual, 
analyzed  the  essential  steps  to  be  taken  in  forming  a 
new  corporation,  wTe  can  again  “start  in  at  the  bottom” 
of  the  problem  of  organizing  a  corporation  and,  this  time, 
get  well  acquainted  with  the  various  forms  used  in  start¬ 
ing  and  operating  the  corporate  form  of  organization. 
This  you  will  do  in  Executive  Manual  90,  after  handling 
Executive  Problem  89. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 

1.  The  Sanderson  Manufacturing  Company,  an  old  established  cor¬ 
poration  engaged  in  the  manufacture  of  wooden  articles  of  all  kinds 
— penholders,  spools,  wooden  boxes,  etc. — had  an  issue  of  30-year 
first-mortgage  bonds  coming  due  in  April,  1925.  These  bonds  were 
secured  by  the  plant  buildings,  which  had  been  appraised  at  twice  the 
amount  of  the  bond  issue.  Not  having  the  funds  to  retire  these 
bonds  at  maturity,  the  company  considered,  early  in  1925,  a  pro¬ 
posal  to  float  an  issue  of  refunding  bonds  in  the  same  amount  and 
on  the  same  security  as  the  old  issue.  Do  you  see  any  objection  to 
this  plan?  □  Yes.  □  No. 

2.  The  debenture  bonds  of  the  Griswold  Rubber  Company  carry 
the  provision  that  the  entire  issue  shall  become  due  and  payable  if 
interest  remains  unpaid  more  than  thirty  days  after  any  interest- 
payment  date.  In  the  event  of  such  a  contingency,  can  the  bond¬ 
holders  institute  foreclosure  proceedings?  □  Yes.  □  No. 

3.  The  capital  stock  of  the  Riverton  Chemical  Company  con¬ 
sists  of  $300,000  of  common  stock,  par  value  $10  per  share.  The 
stockholders  have  voted  to  increase  the  capitalization  and  to  issue 
$150,000  of  7  per  cent  preferred  stock,  par  value,  $100  per  share. 
They  have  also  voted  to  give  voting  rights  to  the  preferred  stock 
to  make  it  more  attractive  to  investors.  Will  the  voting  rights  be 
an  important  factor  in  this  case?  □  Yes.  □  No. 

4.  The  Great  Lakes  Tractor  Company  is  capitalized  at  $1,500,- 
000 — $600,000  in  7  per  cent  cumulative  preferred  stock,  and  $900,000 
in  common  stock.  The  corporation  has  no  funded  debt  and  can 
create  none  without  the  consent  of  the  holders  of  75  per  cent  of  the 
preferred  stock  outstanding.  Is  this  preferred  stock  as  desirable  an 
investment  under  these  circumstances  as  debenture  bonds  of  the  cor¬ 
poration  would  be?  □  Yes.  □  No. 

5.  Does  the  holder  of  common  stock  depend  solely  upon  the  suc¬ 
cess  of  the  business  for  his  income  and  profits,  and  for  the  safety 
of  his  principal?  □  Yes.  □  No. 

6.  The  Wakefield  Washing  Machine  Company  has  an  outstanding 
issue  of  $100,000  of  8  per  cent  cumulative  preferred  stock.  The 
board  of  directors  has  passed  the  preferred  dividends  for  the  last 
two  quarterly  dividend  dates,  despite  the  fact  that  the  company’s  net 
earnings  for  these  two  periods  was  in  excess  of  $10,000.  Have  the 
preferred  stockholders  the  right  to  compel  the  directors  to  authorize 
these  two  quarterly  dividends?  DYes.  □  No. 
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Executive  Problem  89 


PROTECTING  A  STOCKHOLDER’S  RIGHTS 

How  a  Knowledge  of  Corporate  Organization  May 
Be  Used  to  Conserve  the  Rights  of 
Minorities 


Under  the  LaSalle  Problem  Method 


IFTY  years  ago,  corporate  structures  were 


JU  very  simple.  To-day,  many  corporations 
have  several  classes  of  stocks  and  bonds;  their 
financial  structures  seem  complex,  but  the  seem¬ 
ing  complexity  merely  shows  that  the  manage¬ 
ment  has  met  the  preferences  of  several  classes 
of  investors. 

The  modern  corporate  structure  is  very  flexi¬ 
ble — so  flexible  that  the  man  who  understands 
its  possibilities  can  plan  a  workable  structure 
for  almost  any  variety  of  needs. 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  89 

PROTECTING  A  STOCKHOLDER’S  RIGHTS 

The  stockholders  of  the  Green  Oak  Theater  Corpora¬ 
tion,  of  Green  Oak,  Ga.,  are  somewhat  concerned  over  a 
communication  which  they  have  received  from  Mr. 
Hampton,  president  of  the  company.  It  is  a  call  for  a 
special  stockholders’  meeting  to  consider  an  increase  in 
the  capitalization  of  their  company.  It  is  known  that 
Mr.  Hampton  favors  that  the  company  build  an  addi¬ 
tional  theater;  rather  definite  rumors  are  abroad  regard¬ 
ing  the  financial  plan  which  he  has  in  mind. 

So  keen  is  the  interest  in  the  meeting  that,  at  the  hour 
set,  almost  all  the  stockholders  are  present  in  person. 
After  the  preliminary  formalities,  Mr.  Hampton  rises  to 
explain  the  purpose  of  the  call.  He  begins  by  recalling 
the  history  of  the  corporation. 

Several  of  the  better  citizens  of  Green  Oak  determined 
in  1914  to  put  up  a  moving-picture  theater  which,  in  size 
and  in  beauty,  would  be  the  equal  to  any  such  theater 
in  a  town  of  its  size.  They  entered  upon  this  project 
not  only  because  of  the  profits  they  saw  in  it,  but  be¬ 
cause  they  wanted  to  control  the  kind  of  moving-picture 
entertainments  to  be  presented  in  their  midst.  The  cor¬ 
poration  was  organized  with  a  capital  of  $100,000.  A  few 
of  the  wealthier  men  of  the  community  subscribed  for 
about  one-half  of  the  stock  and  the  remainder  was  sold 
in  small  lots  to  the  citizens  of  Green  Oak.  The  project 
was  known  as  a  civic  enterprise. 

Three  years  later,  the  Green  Oak  Theater  was  threat¬ 
ened  with  competition  that  might  have  proved  harmful. 
A  group  of  local  promoters  determined  to  build  a  rival 
theater,  and  started  a  building  which  was  somewhat 
larger  than  the  Green  Oak,  tho  less  expensive.  Unfor¬ 
tunately  for  them,  they  were  caught  in  the  tide  of  rising 
prices  and  were  unable  to  complete  the  building.  The 


33 


34 


RIGHTS  OF  OWNERS  AND  CREDITORS 


title  in  this  building  ultimately  went  to  bankers  who  had  made  loans 
to  the  promoters,  and  these  bankers  were  only  too  glad  to  sell  this 
building,  which  was  later  christened  the  Hampton  Theater,  to  the 
Green  Oak  Theater  Corporation. 

The  Green  Oak  directors  from  the  first  followed  the  policy  of 
paying  6  per  cent  dividends;  the  undistributed  profits  had  by  this 
time  built  up  a  substantial  surplus  largely  in  cash.  This  cash  was 
enough  to  swing  the  Hampton  deal  so  that  an  increase  in  capitaliza¬ 
tion  wTas  unnecessary. 

Since  then  the  company  has  prospered  and  so  has  the  city  of 
Green  Oak.  The  demand  for  moving-picture  entertainment  has  been 
growing.  The  directors  of  the  Green  Oak  Theater  Corporation  see 
that  there  is  room  for  one  more  local  theater  of  the  type  of  the 
Green  Oak  and  Hampton,  and  foresee  that  if  they  do  not  start 
such  a  theater,  some  other  interest — possibly  an  outside  theater 
chain — will. 

The  company  has  continued  the  6  per  cent  dividend  policy  up  to 
six  months  ago  when  the  directors  declared  a  10  per  cent  dividend. 
As  a  result  of  this  conservative  policy,  the  company  has  a  cash 
surplus  of  nearly  $100,000.  It  owns  twTo  theaters  which  are  con¬ 
servatively  valued  at  $300,000  over  and  above  all  incumbrances. 
The  company,  therefore,  has  a  total  equity  of  $400,000  back  of  the 
$100,000  of  stock  which  is  outstanding. 

Mr.  Hampton  explains  further  that  it  will  be  possible  to  start  a 
new  theater,  The  Marvelle,  for  a  cash  outlay  of  less  than  $200,000. 
It  will  cost  more,  but  bonds  on  this  and  the  other  theaters  will  pro¬ 
vide  the  balance  that  is  needed.  He  suggests,  therefore,  that  the 
company  can  continue  to  control  the  local  moving-picture  field  if 
the  stockholders  will  subscribe  for  $100,000  additional  stock.  The 
directors  believe  that  10  per  cent  dividends  can  be  paid  on  $200,000. 
He  therefore  proposes  that  the  capitalization  of  the  organization  be 
increased  from  $100,000  to  $200,000  and  that  each  stockholder  be 
given  the  opportunity  to  take  one  share  of  additional  stock  for 
every  share  he  now  holds. 

The  treasurer  at  once  presents  a  resolution  which  embodies  this 
proposition.  Under  the  by-laws  of  the  company  a  two-thirds’  vote 
is  necessary  to  pass  this  resolution. 

Mr.  Warren,  a  local  business  man,  tnen  asks  for  the  floor.  After 
a  few  words  complimenting  Mr.  Hampton  on  his  excellent  manage¬ 
ment  of  their  company,  he  states  that  he  is  in  full  sympathy  with 
the  expansion  program  which  has  just  been  outlined.  But,  he  con¬ 
tinues,  he  and  a  large  number  of  other  smaller  stockholders — a 
number  so  large  as  to  control  more  than  one-third  of  the  outstand¬ 
ing  stock — are  opposed  to  the  proposed  financing  plan.  He  states 
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that  while  it  will  be  easy  for  the  large  stockholders  to  purchase  this 
additional  stock— the  entire  issue,  in  fact — many  of  the  smaller  stock¬ 
holders  will  find  it  difficult  to  purchase  their  share,  and  some  impos¬ 
sible.  Yet  if  one  does  not  exercise  his  right  to  purchase  additional 
stock,  his  equity  in  the  surplus  which  has  been  built  up  during  all 
these  years  of  small  dividends  will  be  cut  practically  in  two. 

Mr.  Hampton  replies  that  the  officers  do  not  want  to  force  thru 
a  plan  which  does  not  meet  the  wishes  of  the  stockholders,  and  asks 
Mr.  Warren  if  he  has  a  plan  to  propose  which  will  raise  the  needed 
$100,000  and  yet  will  not  jeopardize  the  interests  of  the  stockhold¬ 
ers  whom  he  is  representing. 

Mr.  Warren  has  such  a  plan  and  presents  it  to  the  meeting. 

****** 

If  you  were  in  Mr.  Warren’s  place  what  plan  wrould  you  propose? 
That  is  the  question  which  you  will  take  up  in  the  working  papers. 
You  have  wide  latitude  in  your  selection  of  financial  plans,  since  the 
state  of  Georgia,  in  which  this  company  is  located  and  incorporated, 
gives  its  corporations  the  right  to  use  almost  any  legitimate  form 
of  corporate  and  financial  organization. 
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ESTABLISHING  CORPORATE  PROCEDURE 

Part  I 

The  Early  Stages 

IN  a  previous  manual  we  learned  how  a  new  corpora¬ 
tion  is  started.  We  saw  that  the  process  of  promoting 
corporate  organization  follows  a  fairly  definite  line 
of  procedure. 

This  procedure,  in  most  states,  must  be  in  strict  con¬ 
formity  with  the  corporation  laws  of  the  state.  There 
is  now  widespread  adoption  among  the  various  states  of 
certain  fixed  forms  with  only  slight  variations  to  be  used 
during  the  formation,  organization,  and  operation  of  a 
corporation.  These  forms  simplify  the  steps  to  be  taken. 

In  this  manual  we  shall  consider  these  forms  in  detail 
and  show  their  application  in  proceeding  to  establish  a 
corporate  organization.  While  the  forms  herein  presented 
do  not  necessarily  meet  the  legal  requirements  of  all 
the  states,  they  are  forms  that  are  generally  acceptable 
and  they  can  be  readily  adapted  to  the  statutory  require¬ 
ments  of  a  particular  state. 

The  Agreement  to  Form  a  Corporation.  Four  men, 
James  Farren,  William  Nicholson,  Herbert  Watson,  and 
Flarry  Stanley,  all  living  in  Chicago,  agreed  to  form  a 
corporation  for  the  purpose  of  manufacturing  parts  and 
accessories  for  taxicabs  and  other  motor  vehicles. 

James  Farren  was  a  mechanical  engineer.  He  was 
interested  in  an  invention  and  had  become  convinced 
that  it  wTould  revolutionize  the  construction  of  taxicabs, 
busses,  trucks,  and  other  motor  vehicles  which  have  to 
start  and  stop  often.  This  invention  was  a  new  trans¬ 
mission  unit  that  operated  hydraulically  instead  of  with 
gears,  giving  a  flexibility  of  control  and  a  quick  get-away 
impossible  with  the  old  gear-type  transmission. 

Farren  had  been  financing  the  inventor  of  this  new 
transmission  unit  for  some  time  and  had  given  him  the 
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benefit  of  his  advice.  Norman  Seaver,  the  inventor,  had 
been  granted  patents  on  his  new  transmission  and  wanted 
to  sell  them.  Farren  advised  Seaver  not  to  sell  them 
immediately,  saying  that  he  and  his  associates  were 
planning  to  organize  a  new  corporation  and  would  make 
Seaver  a  worth-while  offer  for  his  patents. 

Farren,  Nicholson,  Watson,  and  Stanley  then  consulted 
their  attorney,  Herbert  Spencer,  who  drew  up  the  fol¬ 
lowing  document: 

General  Contract  to  Form  a  Corporation* 

(State  of  Illinois) 

This  agreement  made  the  first  day  of  June,  1926,  by  and  between 
James  Farren,  William  Nicholson,  Herbert  Watson,  and  Harry  Stan¬ 
ley,  all  of  the  city  of  Chicago,  county  of  Cook,  and  state  of  Illinois, 

Witnesseth:  That  in  consideration  of  the  mutual  undertakings 
and  agreements  of  the  parties  hereto,  as  hereinafter  set  forth,  and  in 
further  consideration  of  the  sum  of  one  dollar  by  each  of  the  said 
parties  to  the  others  in  hand  paid  at  the  time  of  the  execution 
hereof,  the  receipt  of  which  is  hereby  severally  acknowledged,  the 
said  parties  to  this  contract  hereby  agree  by  and  among  themselves 
and  with  each  other  as  follows: 

First,  that  they  will  form  a  corporation  under  the  laws  of  Illinois 
substantially  as  follows: 

(a)  The  name  of  this  corporation  shall  be  the  Paramount 
Motors  Company. 

(b)  The  capital  stock  of  said  corporation  shall  be  two  hun¬ 
dred  fifty  thousand  dolkirs  ($250,000)  divided  into 
twenty-five  hundred  (2,500)  shares  of  one  hundred  dol¬ 
lars  ($100)  each,  said  stock  to  be  all  common  stock  of 
uniform  character  and  usual  form. 

(c)  The  purpose  of  said  corporation  shall  be  for  the  manu¬ 
facture  and  sale  of  parts  and  accessories  for  motor 
vehicles. 

(d)  Said  corporation  shall  have  a  board  of  directors  consist¬ 
ing  of  five  members,  who  shall  all  be  stockholders  of  rec¬ 
ord  at  the  time  of  their  election. 

(e)  The  officers  of  said  corporation  shall  be  a  president,  a 
vice  president,  a  secretary,  and  a  treasurer. 
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(f)  The  location  of  the  principal  office  of  said  corporation 
shall  be  Chicago. 

(g)  The  duration  of  said  corporation  shall  be  for  ninety-nine 
(99)  years. 

Second,  that  they  will  take  the  number  of  shares  of  the  common 
capital  stock  of  said  corporation  set  opposite  their  respective  names 
hereunto  subscribed,  and  will  pay  fifty  per  cent  (50%)  of  the  par 
value  of  the  said  shares  so  subscribed  by  them  respectively  at  the 
time  of  holding  the  first  meeting  of  the  said  subscribers  to  elect  a 
board  of  directors  for  the  said  corporation;  and  that  they  will  pay 
the  balance  of  their  said  subscriptions  whenever  called  upon  to  do 
so  by  the  board  of  directors  of  said  corporation  after  the  said  cor¬ 
poration  shall  have  been  formed. 

Third,  that  they  hereby  nominate,  constitute,  and  appoint  Her¬ 
bert  Spencer  as  their  agent  (or  attorney),  and  the  agent  (or  attor¬ 
ney)  of  the  said  corporation,  to  create  or  cause  to  be  created  the 
said  corporation  in  accordance  with  the  laws  of  Illinois  and  this 
agreement,  and  to  do  and  perform  all  things  necessary  to  bring  said 
corporation  into  legal  existence;  and  that  they  further  authorize  and 
empower  this  said  agent  (or  attorney)  to  draw'  on  the  funds  in  the 
hands  of  the  legally  constituted  officers  or  agents  of  said  corporation 
for  the  necessary  expenses  attending  said  incorporation;  and  that 
any  and  all  contracts  which  their  said  agent  (or  attorney)  may  make 
in  such  matters  shall  be  binding  upon  said  corporation  and  also 
upon  them  jointly  and  severally. 

In  witness  whereof,  they,  the  undersigned,  do  hereby  severally 
bind  themselves,  their  heirs,  executors,  and  administrators: 


Names 

Addresses 

Shares 

Amount 

James  Farren 
William  Nicholson 
Herbert  Watson 
Harry  Stanley 

4104  S.  Michigan  Ave.,  Chicago 
122  Diversey  Blvd.  “ 

362  N.  Lavergne  St. 

649  E.  72d  St. 

50  Common 
150 

200 

400 

$  5,000 
15,000 
20,000 
40,000 

Securing  an  Option  on  the  Patents.  As  soon  as  the  fore¬ 
going  contract  had  been  drawn  up  and  signed,  the  attor¬ 
ney,  Spencer,  drew  up  an  agreement  to  secure  an  option 
on  the  patents  owned  by  Seaver  so  that  the  proposed 
corporation  would  surely  be  able  to  obtain  the  use  of  his 
invention  when  incorporation  was  actually  effected.  The 
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four  organizers  paid  Seaver  $100  for  the  option,  which 
provided  that  the  corporation  might  upon  incorporation 
purchase  the  patents  by  paying  to  Seaver  $50,000  of  the 
common  stock. 

Farren  and  his  associates  were  eager  to  get  the  corpora¬ 
tion  organized  and  to  start  production.  Farren  had  most 
of  the  drawings  for  the  jigs  and  fixtures  ready.  There 
was  a  small  vacant  plant  available.  It  had  formerly  been 
used  for  manufacturing  harvester  machinery,  and  Farren 
believed  that  this  plant  could  be  readily  adapted  to  their 
manufacturing  requirements. 

To  raise  the  needed  capital  was  the  big  problem.  The 
promoters  first  decided  to  offer  additional  stock  in  the 
proposed  corporation  to  a  few  of  their  friends  and  ac¬ 
quaintances.  Twenty-two  thousand  dollars  was  raised  by 
private  subscriptions  in  this  way.  Since  much  more  was 
needed,  Spencer  recommended  that  they  take  out  a  char¬ 
ter  now  and,  after  the  corporation  was  organized,  secure 
the  services  of  an  experienced  promoter  to  dispose  of  the 
remainder  of  the  stock  to  the  public. 

The  Stock  Subscription  Blank.  We  saw,  in  Executive 
Manual  88,  the  need  for  a  subscription  contract  to  be 
used  for  the  purpose  of  securing  subscriptions  to  the  capi¬ 
tal  stock  of  a  proposed  corporation.  The  following  form 
is  typical  of  the  many  different  kinds  of  forms  used  for 
this  purpose: 


Stock  Subscription 

We,  the  undersigned,  hereby  severally  agree,  each  with  the  other, 
and  with  the  Paramount  Motors  Company,  a  corporation  to  be 
organized  under  the  laws  of  the  state  of  Illinois,  in  consideration  of 
the  mutual  agreements  hereinafter  contained,  to  pay  for  and  receive 
the  number  of  shares  of  common  capital  stock  of  said  company  set 
against  our  respective  names;  and  to  make  payment  or  payments 
for  the  same  to  the  treasurer  of  said  company,  on  demand,  at  such 
times  and  in  such  amounts  as  the  directors  of  said  corporation  may 
direct. 
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Names 

Residences 

Number  of 

Shares 

— 

- - - J 

- - - - -  - -- 

Notice  of  Meeting1  to  Organize.  After  60  per  cent  of  the 
stock  of  the  proposed  corporation  had  been  subscribed  to, 
it  was  decided  to  call  a  meeting  of  the  subscribers  in  order 
to  elect  directors  and  transact  such  business  as  was  nec¬ 
essary,  preparatory  to  transmitting  the  statement  of 
incorporation  to  the  secretary  of  state  of  Illinois.  The 
following  notice  was  sent  out  to  all  subscribers: 

Notice  of  Meeting  to  Organize 

To . 

You  are  hereby  notified  that  60  per  cent  of  the  capital  stock  of 
the  Paramount  Motors  Company  has  been  subscribed,  and  that  a 
meeting  of  the  subscribers  to  the  capital  stock  of  said  company  will 
be  held  at  the  office  of  Herbert  Spencer,  127  S.  LaSalle  St.,  Chicago, 
Ill.,  on  the  tenth  day  of  November,  1926,  at  two  o’clock  p.  m.,  for  the 
purpose  of  electing  a  board  of  directors  and  for  the  transaction  of 
such  other  business  as  may  be  deemed  necessary. 

Dated  the  twentieth  day  of  October,  1926. 

James  Farren 
William  Nicholson 
Herbert  Watson 
Harry  Stanley 

The  Minutes  of  the  Subscribers’  Meeting.  The  following 
minutes  of  the  subscribers’  meeting  of  the  Paramount 
Motors  Company  will  serve  as  a  guide  for  general  form 
and  procedure  for  similar  preincorporation  meetings: 

Minutes  of  First  Meeting  of  Subscribers  to  Capital  Stock 
The  first  meeting  of  the  subscribers  to  the  capital  stock  of  the 
Paramount  Motors  Company  was  held  on  the  tenth  day  of  Novem¬ 
ber,  1926,  at  two  o’clock  p.m.,  at  the  office  of  Herbert  Spencer  in 
the  city  of  Chicago,  county  of  Cook,  and  state  of  Illinois,  in  pur¬ 
suance  of  a  notice,  addressed  to  each  subscriber,  duly  deposited  in 
the  United  States  post  office  at  Chicago  ten  days  before  the  time 
fixed  therein,  announcing  the  holding  of  this  first  meeting  on  said 
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tenth  day  of  November,  1926,  at  said  office,  for  the  purpose  of  elect¬ 
ing  a  board  of  directors,  and  for  the  transaction  of  such  other  busi¬ 
ness  as  might  come  before  said  subscribers.  A  copy  of  said  notice 
together  with  proof  of  due  mailing  thereof  is  appended  to  the  min¬ 
utes  of  this  meeting,  as  a  part  of  the  records  of  said  corporation. 

Mr.  Farren  called  the  meeting  to  order  and  stated  its  object. 

Mr.  Spencer  was  thereupon  elected  chairman  of  said  first  meeting, 
and  Mr.  Farren  was  thereupon  elected  secretary  thereof.  Each 
accepted  his  respective  office,  and  discharged  its  duties  until  the  close 
of  the  meeting. 

The  original  subscription  list  was  then  exhibited  and  read,  show¬ 
ing  that  60  per  cent  of  the  capital  stock  of  said  corporation  had  been 
fully  subscribed  to. 


There  were  present  at  the  meeting  in  person  and  by  proxy,  the 
following  subscribers  to  the  said  stock,  each  subscriber  holding  the 
number  of  shares  set  opposite  his  name  below: 


Names 

How  Present 

Shares 

James  Farren 

In  Person 

50  Common  Stock 

William  Nicholson 

In  Person 

150  Common  Stock 

Herbert  Watson 

In  Person 

200  Common  Stock 

- - — - - - - - . - 

_ _ _ _ _ _ . _  --  _  - 

The  chairman  declared  that  a  majority  of  the  shares  of  the  capital 
stock  was  represented,  and  that  the  meeting  was  competent  to  pro¬ 
ceed  with  the  transaction  of  the  business  for  which  it  was  called. 

On  motion  duly  made  and  carried,  the  subscribers  proceeded  to 
elect,  by  the  cumulative  voting  plan,  a  board  of  five  directors  to 
serve  for  the  term  of  one  year  and  until  their  successors  should  be 
elected  and  qualified.  The  election  of  directors  resulted  as  follows: 

Harry  Stanley  received  one  thousand  three  hundred  votes  and 
was  duly  elected  director  of  said  corporation  for  the  term  of  one 
year. 

Herbert  Watson  received  one  thousand  three  hundred  votes  and 
was  duly  elected  director  of  said  corporation  for  the  term  of  one 
year. 

William  Nicholson  received  one  thousand  five  hundred  votes  and 
was  duly  elected  director  of  said  corporation  for  the  term  of  one 
year. 

James  Farren  received  one  thousand  four  hundred  votes  and  was 
duly  elected  director  of  said  corporation  for  the  term  of  one  year. 

Herbert  Spencer  received  two  thousand  votes  and  was  duly 
elected  director  of  said  corporation  for  the  term  of  one  year. 
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The  directors  were  authorized  to  prepare  the  “statement  of  in¬ 
corporation”  and  forward  same  to  the  secretary  of  state  with  such 
other  documents  as  the  statutes  require. 

Payment  for  50  per  cent  of  each  subscriber’s  stock  was  tendered 
and  accepted  to  comply  writh  statutory  requirements. 

On  motion  duly  made  and  carried,  the  foregoing  minutes  were 
then  and  there  read  and  approved. 

The  meeting  then  adjourned. 

Herbert  Spencer, 

Attest :  Chairman 

James  Farren, 

'Secretary 

The  Statement  of  Incorporation.  Most  states  require 
that  a  statement  of  incorporation  be  sent  to  the  secretary 
of  state  outlining  the  essential  characteristics  of  the  cor¬ 
poration  for  which  a  charter  is  desired.  The  form  and 
content  of  this  statement  vary  in  different  states,  but  are 
roughly  similar  in  all  states. 

In  Illinois,  the  statement  of  incorporation  must  be 
submitted  on  a  form  supplied  by  the  secretary  of  state. 
The  Paramount  Motors  Company  was  to  incorporate  in 
Illinois,  so  that  it  filled  out  the  form  required  in  this 
state,  as  follows: 


Statement  of  Incorporation 

(This  statement  to  be  filed  in  duplicate) 

Incorporation  Fees 

Initial  fee  of  1/20  of  one  per  cent  on  the  authorized  capital  stock, 
with  a  minimum  fee  of  $20.  Also  franchise  fee  as  otherwise  required. 


State  of  Illinois,  Cook  County,  S.S. 


To  Louis  L.  Emmerson,  Secretary  of  State 
We,  the  undersigned, 


James  Farren 
William  Nicholson 
Herbert  Watson 
Harry  Stanley 


4104  S.  Michigan  Ave.,  Chicago,  III. 
122  Diversey  Blvd.,  Chicago,  III. 

326  N.  Lavergne  St.,  Chicago,  III. 

649E.72dSt.,  Chicago, III. 


propose  to  form  a  corporation  under  an  act  of  the  general  assembly 
of  the  state  of  Illinois,  entitled,  “An  act  in  relation  to  corporations 
for  pecuniary  profit,”  approved  June  28,  1919,  in  force  July  1,  1919, 
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and  for  the  purpose  of  such  organization,  we  hereby  state  as  follows, 
to-wit : 

1.  The  name  of  such  corporation  is  The  Paramount  Motors 
Company. 

2.  The  object  for  which  it  is  formed  is  to  manufacture,  sell,  deal 
in,  import,  and  export  automobile  parts  and  any  kind  of  motors 
whatsoever,  and  to  carry  on  any  trade  or  business  incidental  thereto 
or  connected  therewith;  to  carry  on  any  manufacturing  or  mercan¬ 
tile  business  lawful  in  the  place  where  such  business  shall  be  carried 
on. 

To  manufacture,  buy,  sell,  import,  export,  and  generally  deal  in 
all  kinds  of  automobiles,  motors,  engines,  machines,  and  all  kinds  of 
machinery  and  devices  for  the  operation  of  steam,  electricity,  and 
other  forms  of  power. 

To  manufacture,  buy,  sell,  import,  export,  and  generally  deal  in 
cars,  carriages,  wagons,  engines,  apparatus,  and  vehicles  of  every 
description  for  the  transportation  of  passengers  and  goods. 

To  manufacture,  buy,  sell,  import,  export,  and  generally  deal  in 
machinery,  machine  supplies,  and  engineering  appliances  incidental 
to  the  construction  of  motor  cars. 

3.  The  duration  of  the  corporation  shall  be  ninety-nine  (99) 
years. 

4.  The  location  of  the  principal  office  is  1+122  Curtis  St.,  Chicago, 
county  of  Cook,  state  of  Illinois. 

5.  The  total  authorized  capital  stock  is  two  hundred  fifty  thou¬ 
sand  dollars  ($250,000)  of  common  capital  stock. 

6.  The  amount  of  each  share  having  a  par  value  is  one  hundred 
dollars  ($100). 

7.  The  number  of  shares  having  a  par  value  is  twenty-five  hun¬ 
dred  (2,500)  shares  of  common  stock. 

8.  The  number  of  shares  of  no  par  value — none. 

9.  The  names  and  addresses  of  the  subscribers  to  the  capital 
stock,  and  the  amount  subscribed  and  paid  in  by  each,  are  as  fol¬ 
lows: 

[At  this  point  follows  the  list  of  subscribers,  their  addresses,  their 
subscriptions,  and  their  payments.] 

10.  (Note:  Paragraph  10  is  provided  for  a  brief  description  of 
the  rights  and  preferences  of  the  holders  of  preferred  stock,  or  any 
other  provision  for  the  regulation  of  the  business  and  the  conduct 
of  the  affairs  of  the  corporation.) 

11.  Amount  of  capital  stock  which  it  is  proposed  to  issue  at  once: 
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(a)  One  hundred  fifty-two  thousand  dollars  ($152,000)  com¬ 
mon  stock ,  par  value  $100  per  share. 

12.  Amount  of  capital  stock  actually  paid  in: 

(a)  One  hundred  two  thousand  dollars  ($102,000)  common 
stock. 


13.  Amount  of  capital  stock  paid  in  cash  is  fifty-two  thousand 
dollars  ($52,000). 

14.  Capital  stock  paid  in  property — fifty  thousand  dollars  (for 
U.  S.  patents  6875295,  6875297 ,  6875299,  which  patents  cover  a  new 
device  for  transmitting  power  in  motor  vehicles  and  improvements 
thereon). 


15.  The  location  of  said  property . 

16.  The  management  of  the  corporation  shall  be  vested  in  five 
(5)  directors. 

17.  The  names  and  addresses  of  the  first  board  of  directors  and 
Hie  respective  terms  for  which  elected  are  as  follows: 

James  Farren  4104- S.  Michigan  Ave.  Chicago,  III.  One  year 

William  Nicholson  122  Diver sey  Blvd.  Chicago,  III.  One  year 

Herbert  Watson  326  N .  Laver gne  St.  Chicago,  III.  One  year 

Harry  Stanley  649E.72dSt.  Chicago,  III.  One  year 

Herbert  Spencer  1225  Cicero  Ave.  Chicago,  III.  One  year 


IS.  Subject  to  the  conditions  and  limitations  prescribed  by  The 
General  Corporation  Act  of  Illinois,  the  directors  of  said  corporation 
shall  have  the  following  powers,  rights,  and  privileges: 

(a)  To  make,  alter,  amend,  and  repeal  the  by-laws  of  the  cor¬ 
poration. 

(b)  To  remove  at  any  time  any  officer  elected  or  appointed 
by  the  board  of  directors,  but  only  by  the  affirmative 
vote  of  a  majority  of  the  whole  board  of  directors. 

(c)  From  time  to  time  to  fix  and  to  vary  the  sum  to  be 
reserved  over  and  above  its  capital  stock  paid  in,  before 
declaring  any  dividends;  to  direct  and  determine  the  use 
and  disposition  of  any  surplus  or  net  profits  over  and 
above  the  capital  stock  paid  in. 

(d)  To  sell,  transfer,  mortgage,  or  pledge  the  property  of  the 
corporation,  both  real  and  personal;  but  in  the  case  of 
real  property  and  of  assets  necessary  to  the  conduct  of 
the  business,  they  shall  not  thus  act  except  upon  the  ex¬ 
press  consent  of  the  holders  of  two-thirds  of  its  issued 
and  outstanding  stock. 

(e)  The  corporation  may  by  its  by-laws  confer  upon  the 
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directors  powers  and  authorities  additional  to  the  fore¬ 
going  and  to  those  expressly  conferred  upon  them  by 
statute. 

19.  An  estimate  of  the  per  cent  of  tangible  property  of  the  cor¬ 
poration  to  be  used  in  Illinois  for  the  following  year  is  eighty-five 
per  cent  (85%). 

20.  An  estimate  of  the  per  cent  of  the  business  of  the  corporation 
which  will  be  transacted  at  or  from  places  of  business  in  Illinois  for 
the  following  year  is  ninety  per  cent  (90%). 

21.  Give  the  location  of  the  principal  places  of  business  of  the 
corporation  for  the  following  year  and  an  estimate  of  the  amount 
of  business  which  will  be  transacted  thru  each — Chicago,  Illinois; 
$100,000. 

James  Farren 
William  Nicholson 
Herbert  Watson 
Harry  Stanley 
Herbert  Spencer 

State  of  Illinois,  Cook  County,  S.S. 

I,  Richard  Roe,  a  notary  public  in  and  for  the  county  and  state 
aforesaid,  do  hereby  certify  that  on  the  12th  day  of  November,  1926, 
personally  appeared  before  me  James  Farren,  William  Nicholson, 
Herbert  Watson,  Harry  Stanley,  and  Herbert  Spencer,  to  me  per¬ 
sonally  known  to  be  the  same  persons  who  executed  the  foregoing 
statement,  and  severally  acknowledged  that  they  executed  the  same 
for  the  purpose  therein  set  forth  and  that  the  facts  set  up  in  the 
foregoing  statement  by  them  subscribed,  are  true  in  substance  and 
in  fact. 

In  witness  whereof,  I  have  hereunto  set  my  hand  and  seal  the  day 
and  year  written  above. 

Richard  Roe, 

Notary  Public. 

The  above  statement  of  incorporation  was  forwarded 
to  the  secretary  of  state,  to  be  examined  as  to  its  con¬ 
formity  with  the  provisions  of  the  corporation  act.  As 
soon  as  his  office  had  satisfied  itself  on  this  point,  it  in¬ 
dorsed  the  statement  with  the  word  “filed”  followed  by 
the  month,  day,  and  year  of  the  filing.  As  soon  as  this 
statement  was  filed,  the  corporation  was  deemed  to  have 
legal  existence  and  could  proceed  to  carry  out  its  plans 
of  organization. 
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The  Certificate  of  Incorporation.  The  secretary  of  state 
also  issued  a  certificate  of  incorporation  to  the  incor¬ 
porators  duly  authenticated  under  his  hand  and  seal.  A 
copy  of  this  certificate  is  filed  in  his  office.  Inasmuch  as 
this  certificate  of  incorporation  repeats  the  substance  of 
the  forms  we  have  already  presented,  we  will  not  give  it 
here.  In  Illinois,  the  certificate  of  incorporation  serves 
as  a  charter  of  the  corporation. 

Let  us  next,  in  Part  II,  take  up  the  first  meeting  of  the 
board  of  directors  and  cover  its  procedure  in  establishing 
by-laws. 


ESTABLISHING  CORPORATE  PROCEDURE 

Part  II 

Organizing  Operating  Procedure 

PRIOR  to  the  issuance  of  the  certificate  of  incorpora¬ 
tion,  the  corporation  has  no  legal  existence  and 
cannot,  as  a  corporation,  hold  any  meetings  or  con¬ 
tract  any  obligations.  After  the  certificate  of  incorpora¬ 
tion  is  issued,  the  corporation  is  ready  to  begin  operations 
as  such,  and  the  organization  of  operating  procedure  is 
handled  at  the  first  meeting  of  the  new  board  of  directors. 

Minutes  of  the  First  Meeting  of  Directors.  An  example 
of  this  procedure  is  shown  in  the  minutes  of  the  first 
meeting  of  the  directors  of  the  Paramount  Motors  Com¬ 
pany,  which  follow: 

The  first  meeting  of  the  board  of  directors  of  the  Paramount 
Motors  Company  was  held  at  the  office  of  Herbert  Spencer  in  the 
city  of  Chicago,  county  of  Cook,  state  of  Illinois,  on  the  twentieth 
day  of  November,  1926,  at  two  o’clock  p.m. 

Present  Messrs.  Farren,  Nicholson,  Watson,  Stanley,  and  Spencer, 
being  all  of  the  board  of  directors  of  said  corporation. 

On  the  motion  of  Mr.  Farren,  duly  seconded  by  Mr.  Nicholson, 
Mr.  Spencer  was  chosen  as  temporary  chairman;  and  on  the  motion 
of  Mr.  Farren,  duly  seconded  by  Mr.  Nicholson,  Fir.  Watson  was 
appointed  temporary  secretary. 

Thereupon,  the  board  proceeded  to  the  election  of  permanent 
officers  of  the  corporation  to  serve  for  the  ensuing  year,  and  until 
their  successors  should  be  elected  and  qualified. 

Mr.  James  Farren  was  elected  to  the  office  of  president  of  the 
corporation  for  the  ensuing  year  and  was  so  duly  declared. 

Mr.  Harry  Stanley  was  elected  to  the  office  of  vice  president  of 
the  corporation  for  the  ensuing  year  and  was  so  duly  declared. 

Mr.  John  Fredrickson  was  elected  to  the  office  of  treasurer  of  the 
corporation  for  the  ensuing  year  and  was  so  duly  declared. 

Mr.  John  Fredrickson  was  elected  to  the  office  of  secretary  of  the 
corporation  for  the  ensuing  year  and  was  so  duly  declared. 

On  motion  duly  made  and  carried,  the  salary  of  the  president 
was  fixed  at  seven  thousand  five  hundred  dollars  ($7,500)  per  an- 
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num;  that  of  the  treasurer  was  fixed  at  two  thousand  five  hundred 
doliars  ($2,500)  per  annum;  and  that  of  the  secretary  was  fixed  at 
two  thousand  five  hundred  dollars  ($2,500)  per  annum;  all  of  the 
directors  present  at  said  meeting  voting  for  and  in  favor  of  such 
compensation. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  RESOLVED:  That  the  secretary  be  directed  to  procure 
a  seal  having  the  following  words  shown  by  the  impression  thereof — 
“The  Paramount  Motors  Company,  Chicago,  Ill.,  Corporation  Seal” 
— the  same  being  adopted  as  the  corporate  seal  of  this  corporation. 
The  secretary  is  hereby  directed  to  make  an  impression  with  said 
seal  upon  the  margin  of  this  page,  for  the  purpose  of  future  identi¬ 
fication. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  RESOLVED:  That  the  secretary  be  instructed  to  pre¬ 
pare  suitable  stock  certificates  to  be  duly  issued  to  the  subscribers 
to  the  capital  stock  of  this  corporation. 

On  motion  duly  made  and  carried,  a  committee  consisting  of 
Herbert  Spencer,  James  Farren,  and  Herbert  Watson  was  appointed 
to  prepare  a  set  of  by-laws  for  the  government  of  this  corporation 
and  present  the  same  to  the  board  of  directors  for  consideration  at 
the  earliest  possible  moment. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  That  the  treasurer  be  and  he  is  hereby  directed  to  execute 
and  deliver  to  this  corporation  an  official  bond  in  the  sum  of  twenty- 
five  thousand  dollars  ($25,000)  provided  by  a  surety  company  ap¬ 
proved  by  this  board,  conditioning  that  he  will  faithfully  account  for 
all  moneys  and  property  that  may  come  into  his  hands  as  treasurer 
of  this  corporation. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  RESOLVED:  That  until  further  action  by  this  board, 
the  treasurer  be  and  he  is  hereby  directed  to  pay  out  no  moneys 
on  account  of  this  corporation,  except  upon  orders  drawn  by  the 
secretary  and  countersigned  by  the  president. 

On  motion  duly  made  and  carried,  the  office  of  the  principal  place 
of  business  of  the  corporation  was  fixed  to  be  at  Number  4122  Curtis 
Street  in  the  city  of  Chicago,  county  of  Cook,  and  state  of  Illinois. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  RESOLVED:  That  the  Wabash  National  Bank  of  Chi¬ 
cago  be  and  it  is  hereby  designated  as  the  bank  in  which  the  funds 
of  this  corporation  shall  be  deposited  by  its  officers,  and  that  the 
bank  account  shall  be  there  kept  in  the  corporate  name,  viz:  The 
Paramount  Motors  Company,  that  all  checks  or  drafts  drawn  against 
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said  bank  account  shall,  in  addition  to  the  corporate  name  of  this 
corporation,  to  wit:  The  Paramount  Motors  Company,  bear  the 
personal  signature  of  the  treasurer  countersigned  by  the  president 
of  the  corporation.  A  copy  of  this  resolution,  duly  signed  and  at¬ 
tested  by  the  secretary  and  under  the  seal  of  the  corporation,  shall 
be  filed  with  the  bank  on  the  opening  of  said  account. 

On  motion  duly  made  and  carried,  the  following  resolution  was 
adopted:  RESOLVED:  That  the  corporation  exercise  at  once  its 
option  to  acquire  from  Norman  Seaver,  in  exchange  for  $50,000  of 
its  common  capital  stock,  U.  S.  patents,  numbers  6875295,  6875297, 
6875299,  being  patents  covering  a  new  device  for  transmitting  power 
in  motor  vehicles  and  improvements  thereon;  and  that  the  secretary 
be  and  is  hereby  directed  to  issue  to  Norman  Seaver  five  hundred 
(500)  shares  of  common  stock  of  $100  par  value,  in  exchange  for 
the  assignment  to  this  corporation  of  all  the  rights,  privileges,  and 
powers  granted  by  the  aforesaid  patents. 

The  Committee  appointed  to  prepare  a  set  of  by-laws  made  as  its 
report  a  form  of  by-laws,  reading  as  follows:  [By-laws  will  be  given 
later  on.] 

These  by-laws  were,  on  motion  duly  made  and  carried,  adopted 
and  ordered  spread  upon  the  records  hereof,  and  the  committee  was 
discharged. 

On  motion  duly  made  and  carried,  the  secretary  was  instructed  to 
draw  an  order  on  the  treasurer  for  the  payment  of  all  bills  incurred 
in  organizing  this  corporation,  and  for  the  seal,  stock  certificates, 
records,  etc. 

On  motion  duly  made  and  carried,  the  meeting  adjourned. 


Attest 


Chairman 


Secretary 

The  Contents  of  the  By-Laws.  As  previously  stated,  the 
by-laws  of  a  corporation  contain  rules  for  the  conduct  of 
the  corporation  that  are  not  already  contained  in  the 
charter  or,  as  it  is  called  in  some  states,  the  certificate  of 
complete  incorporation. 

While  it  is  always  advisable  in  framing  by-laws  to 
anticipate  points  on  which  there  may  be  at  some  future 
time  the  need  for  authoritative  reference,  it  must  be 
remembered  that  the  by-laws,  in  some  states,  as  in  Illi- 
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nois,  can  be  amended  or  altered  by  a  majority  of  the 
board  of  directors,  and  hence  can  be  added  to  at  will  to 
establish  rules  of  conduct  under  any  situation. 

The  following  by-laws  adopted  by  the  Paramount 
Motors  Company  do  not  cover  every  contingency,  but 
they  are  typical  of  the  by-laws  of  a  corporation  in  its 
early  stages: 

BY-LAWS 

OF  THE 

PARAMOUNT  MOTORS  COMPANY 

Article  1 

Certificates  of  Stock 

Section  1.  The  capital  stock  of  this  corporation  shall  consist  of 
twenty- five  hundred  (2,500)  common  shares  of  the  par  value  of  one 
hundred  dollars  ($100)  each. 

Section  2.  All  the  certificates  of  stock  shall  be  signed  by  the  presi¬ 
dent  and  secretary,  and  the  corporate  seal  shall  be  attached  thereto. 

Section  3.  Shares  of  capital  stock  may  be  transferred  by  indorse¬ 
ment  of  the  certificate,  and  its  surrender  to  the  secretary  for  cancel¬ 
lation,  who  thereupon  shall  issue  a  new  certificate  to  the  transferee 
thereof. 

Section  4.  Any  stockholder  claiming  a  certificate  of  stock  to  have 
been  lost  or  destroyed,  shall  make  an  affidavit  of  such  fact,  reciting 
the  circumstances  attending  such  loss  or  destruction,  and  advertise 
the  same  in  a  newspaper  of  general  circulation  for  such  reasonable 
length  of  time  as  the  board  of  directors  may  require,  describing  such 
certificate,  and  shall  furnish  the  board  of  directors  with  proof  of 
publication  by  the  affidavit  of  the  publisher  of  the  newspaper,  and 
shall  give  the  board  of  directors  a  bond  of  indemnity  from  an 
approved  surety  company,  in  amount  double  the  par  value  of  such 
certificate,  against  any  loss  or  damage  that  may  arise  from  the 
issuing  of  a  new  certificate,  whereupon  the  board  of  directors  may 
by  resolution  duly  entered  of  record,  order  a  new  certificate  issued 
of  the  same  tenor  and  effect  as  the  one  alleged  to  be  lost  or  destroyed. 

Article  2 

Meetings 

Section  1.  The  annual  meeting  of  the  stockholders  of  this  cor¬ 
poration  shall  be  held  at  the  principal  office  of  the  corporation,  in 
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the  city  of  Chicago,  on  the  first  Tuesday  of  the  month  of  September 
in  each  and  every  year,  at  the  hour  of  two  o’clock  p.m. 

Special  meetings  of  the  stockholders  may  be  called  by  the  presi¬ 
dent  or  by  a  majority  of  the  directors,  or  by  the  stockholders  rep¬ 
resenting  a  majority  of  stock  issued,  by  filing  with  the  secretary  a 
written  call  for  such  meeting,  stating  the  time  and  object  thereof. 
Such  special  meetings  shall  be  held  at  the  same  place  and  at  the 
same  hour  as  the  regular  annual  meeting. 

Section  2.  The  secretary  shall  mail  to  each  stockholder  at  his  last 
known  place  of  residence,  a  written  or  printed  notice  of  the  time 
and  place  of  holding  every  annual  or  special  stockholders’  meeting. 
Such  notice  shall  be  mailed  at  least  ten  days  before  the  time  at 
which  such  meeting  is  to  be  held. 

Section  3.  At  any  stockholders’  meeting  the  majority  of  the 
stock  must  be  represented  in  order  to  constitute  a  quorum  for  the 
transaction  of  business;  but  the  stockholders  present  at  any  meet¬ 
ing,  altho  less  than  a  quorum,  may  adjourn  the  meeting,  without 
further  notice,  to  some  other  day  or  hour. 

Section  4.  At  all  meetings  of  the  stockholders,  each  stockholder 
shall  be  entitled  to  cast  one  vote  for  each  share  of  stock  held  by 
him,  on  all  questions  of  policy.  In  the  election  of  directors  cumu¬ 
lative  voting  will  be  used.  He  may  vote  in  person,  or  by  proxy, 
provided  the  appointment  be  made  in  writing. 

Section  5.  The  stockholders  shall,  at  each  annual  meeting,  elect 
five  stockholders  of  this  corporation  as  directors  thereof,  and  such 
stockholders  so  elected  as  aforesaid  shall  hold  office  until  the  next 
annual  meeting,  or  until  their  successors  are  elected  and  qualified. 

Section  6.  The  president  and  secretary  of  this  corporation  shall 
act  as  president  and  secretary  of  each  stockholders’  meeting,  unless 
the  meeting  shall  elect  some  other  stockholders  to  act  in  their  place 
and  stead. 

Article  3 

Powers,  Duties,  and  Meetings  op  Directors 

Section  1.  The  affairs  of  this  corporation  shall  be  managed  and 
governed  by  a  board  of  five  directors,  who  shall  be  elected  by  the 
stockholders  at  their  regular  annual  meeting,  and  who  shall  hold 
office  for  one  year,  or  until  their  successors  are  elected  and  qualified, 
as  aforesaid. 

Section  2.  The  directors  shall  elect  all  the  other  officers  of  the 
corporation,  and  appoint  all  its  agents.  Any  vacancy  occurring  in 
the  board  of  directors  may  be  filled  for  the  unexpired  term  by  the 
remaining  members  of  the  board  in  regular  or  special  meetings  of 
the  board. 
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Section  3.  No  person  shall  be  eligible  to  the  office  of  director 
who  is  not  a  stockholder  in  the  corporation.  A  transfer  by  a  director 
of  all  his  stock  in  the  corporation  shall  operate  as  a  resignation  of 
his  office.  No  director  shall  receive  any  salary  or  compensation  for 
his  service  to  the  corporation  as  a  director. 

Section  4.  Regular  meetings  of  the  board  of  directors  shall  be 
held  at  the  principal  office  of  the  company  immediately  after  the 
adjournment  of  each  regular  annual  meeting  of  the  stockholders, 
and  also  upon  the  first  Wednesday  of  each  month,  at  the  hour  of 
two  o’clock  p.  m.  All  meetings  shall  be  held  at  the  principal  office 
of  the  corporation  in  the  state  of  Illinois. 

Section  5.  A  special  meeting  of  the  board  of  directors  may  be 
called  at  any  time  by  the  president,  or  by  a  majority  of  the  board  of 
directors,  by  mailing  to  each  director  a  written  or  printed  notice 
stating  the  time  and  place  of  such  meeting,  at  least  three  days  before 
the  time  of  said  meeting. 

Section  6.  At  all  meetings  of  the  board  of  directors,  a  majority 
of  directors  shall  constitute  a  quorum  for  the  transaction  of  busi¬ 
ness,  but  a  smaller  number  may  adjourn  the  meeting  to  another  day 
or  hour. 

Section  7.  At  each  regular  annual  meeting  of  the  stockholders, 
the  board  of  directors  shall  present  a  general  statement  or  report  of 
the  business  in  the  preceding  year,  and  of  the  financial  condition 
of  the  corporation. 


Article  4 
Officers 

Section  1.  The  officers  of  this  corporation  shall  consist  of  a 
president,  a  vice  president,  a  secretary,  and  a  treasurer,  who  shall  be 
elected  by  the  directors,  and  who  shall  perform  the  duties  pertaining 
to  their  respective  offices.  Said  officers  shall  hold  office  for  one 
year,  and  until  their  successors  are  elected  and  qualified. 

Section  2.  No  person  shall  be  eligible  to  the  office  of  president 
who  is  not  a  director.  Should  the  president  or  any  director  at  any 
time  cease  to  be  a  stockholder  in  the  corporation,  he  shall  also  cease 
at  the  same  time  to  be  a  director  therein. 

Section  3.  The  board  of  directors  may,  by  resolution,  require  any 
and  all  of  the  general  officers  to  give  bonds  to  the  corporation,  with 
sufficient  surety  or  sureties,  for  the  faithful  performance  of  the 
duties  of  their  respective  offices,  and  such  other  conditions  as  may 
from  time  to  time  be  required  by  the  board  of  directors. 

Section  4.  The  directors  of  this  corporation  may  at  any  time,  by 
majority  vote,  ask  for,  demand,  receive,  and  accept  the  resignation 
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of  any  officer  or  employe  of  this  corporation,  and  upon  his  refusal 
to  tender  such  resignation  or  resign,  the  majority  of  said  board  of 
directors  may  summarily  dismiss  him  from  office,  declare  such  office 
vacant,  and  elect  his  successor. 

Section  5.  The  duties  of  the  officers  of  this  corporation  shall  be 
as  follows: 

President:  (a)  The  president  shall  preside  at  all  meetings  of 
directors,  and  at  all  stockholders’  meetings  unless  the  stockholders 
shall  designate  some  other  person,  (b)  The  president  shall  sign  all 
certificates  of  stock  and  all  formal  contracts  and  other  instruments 
in  writing  and  shall  perform  such  other  duties  as  may  be  assigned 
to  him  by  the  board  of  directors. 

Secretary:  (a)  It  shall  be  the  duty  of  the  secretary  to  keep  the 
record  of  the  proceedings  of  the  board  of  directors  and  of  the  stock¬ 
holders.  (b)  He  shall  also  sign  all  certificates  of  stock,  (c)  He 
shall  keep  the  corporate  seal  of  the  corporation  and  affix  the  same 
to  any  certificate  of  stock  which  may  be,  by  him  and  the  president, 
legally  issued,  and  make  the  corresponding  entries  in  any  book  which 
may  be  kept  for  the  purpose,  (d)  He  shall  also  serve  all  notices 
required  either  by  law  or  by  the  by-laws  of  this  company. 

Treasurer:  The  treasurer  shall  keep  and  receive  funds  of  the 
corporation,  and  pay  out  the  same  only  by  direction  of  the  president 
and  board  of  directors. 

Vice  President:  In  the  absence  of  the  president,  the  vice  pres¬ 
ident  shall  perform  all  duties  which  should  be  performed  by  the 
president  were  he  present. 

In  the  event  of  absence,  inability,  or  refusal  to  act,  of  any  of  the 
officers  of  this  corporation,  the  board  of  directors  may  appoint 
some  one  of  their  number  to  perform  his  or  their  respective  duties. 

Article  5 

The  order  of  business  at  all  meetings  of  the  board  of  directors 
shall  be  as  follows: 

1 .  Roll  call. 

2.  Reading  of  minutes  of  last  meeting. 

3.  Consideration  of  communications. 

4.  Resignations  and  elections. 

5.  Reports  of  officers  and  employes. 

6.  Reports  of  committees. 

7.  Unfinished  business. 

8.  Original  resolutions  and  new  business. 

9.  Adjournment. 
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Article  6 

These  by-laws,  or  any  of  them,  may  be  altered,  amended,  added 
to,  or  repealed  at  any  meeting  of  the  board  of  directors  by  a  vote 
of  a  majority  of  all  the  directors. 

As  all  the  stock  to  be  issued  at  once  had  been  sub¬ 
scribed  for  and  there  was  still  some  stock  authorized  but 
not  as  yet  issued,  and  as  the  directors  wanted  to  be  sure 
of  having  ample  working  capital,  it  was  decided  at  the 
next  directors’  meeting  to  carry  out  the  incorporators’ 
original  plans  and  issue  the  remainder  of  the  stock  and 
sell  it  to  the  public.  To  do  this,  the  corporation  entered 
into  a  contract  with  an  experienced,  responsible  pro¬ 
moter,  whereby  this  man  was  to  take  charge  of  the  sale, 
to  the  public,  of  the  remaining  shares  as  yet  unsubscribed 
for.  For  his  services  he  was  to  receive  a  stipulated  com¬ 
mission  on  each  share  sold. 

Complying  with  the  Blue-Sky  Law.  It  was  planned  to 
sell  this  additional  stock  in  Illinois,  the  home  state  of  the 
company.  It  was  therefore  necessary  to  apply  for  a 
“Blue-Sky  Law”  permit  to  sell  this  stock  as  what  is 
known  in  the  Illinois  statutes  as  “Class  D”  stock — “A 
security  based  on  prospective  income.” 

The  corporation — a  legal  person  created  by  the  state 
— was  planning  to  raise  money  on  its  own  account  by  sell¬ 
ing  its  securities,  and  the  promoter,  under  the  law,  would 
be  merely  its  agent — its  salesman.  He  would  have  no 
personal  responsibility  so  long  as  he  personally  did  noth¬ 
ing  fraudulent. 

The  state,  therefore,  in  order  to  protect  its  citizens 
against  misrepresentations  made  by  the  corporation,  re¬ 
quired  that  this  new  corporation  file  an  elaborate  array 
of  evidence  regarding  its  assets,  the  character  of  its  direc¬ 
tors,  and  the  representations  on  the  basis  of  which  stock 
would  be  sold.  It  was  also  required  to  permit  an  auditor 
appointed  by  the  state  to  go  over  its  books,  and  to  pay 
for  the  expense  of  this  examination.  In  addition,  a  fee 
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of  1/20  of  1  per  cent  of  the  amount  of  stock  to  be  sold, 
and  in  no  case  less  than  $25,  was  required 

As  was  pointed  out  in  Executive  Manual  41,  provisions 
of  the  blue-sky  laws  of  the  different  states  vary,  and  a 
few  states  have  no  such  laws.  In  most  cases,  however, 
these  laws  are  an  important  consideration  in  securing 
capital  for  a  new  company  by  selling  stock  or  other  se¬ 
curities  to  the  public. 

After  the  required  permit  had  been  secured  and  the 
stock  had  been  sold  and  issued,  it  was  necessary  to  notify 
the  secretary  of  state,  on  a  form  provided  by  his  office, 
so  that  his  records  would  show  how  much  stock  had  been 
issued. 

Increasing  the  Capitalization.  Where  the  growth  of  a 
corporation  makes  necessary  an  increase  of  the  original 
capitalization,  the  procedure  is  as  follows: 

1.  Authorization  of  the  increase  in  capitalization  by  the 
requisite  majority  vote  of  the  stockholders  as  specified  in 
the  charter. 

2.  Permission  from  the  secretary  of  state  for  the  issue  of 
additional  capital  stock. 

3.  Publication  of  the  fact  that  the  capital  stock  has  been 
increased. 

We  can  get  the  details  of  this  procedure  by  reading  the 
minutes  of  a  special  meeting  of  stockholders  to  increase 
the  capital  stock. 

A  special  meeting  of  the  stockholders  of  the  . 

Company  was  held  at  the  office  of  the  company,  No . 

Street,  in  the  city  of . ,  county  of . , 

and  state  of  . ,  on  the  .  day  of . , 

19. . . .,  at . o’clock  . . .  .m. 

The  meeting  was  called  to  order  by  Mr . ,  who, 

upon  motion,  was  unanimously  chosen  chairman.  Mr . 

was  appointed  secretary  of  the  meeting. 

The  secretary  then  read  the  roll  of  the  stockholders  entitled  to 
vote  at  this  meeting,  with  the  following  result: 

Name  Number  of  Shares 

(Here  follow  the  names  of  the  stockholders  who  were  present,  with  the  number 
of  shares  owned  by  each.) 
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The  following  stockholders  were  represented  by  proxy: 

Name  Name  of  Proxy  Number  of  Shares 

(Here  follow  the  names  of  the  stockholders  whose  stock  was  voted  by  proxy, 
with  the  number  of  shares  owned  by  each.) 


such  stockholders  so  present  in  person  or  represented  by  proxy, 
being  more  than  two-thirds  in  interest  of  all  of  the  stock  of  the 
. Company. 

The  proxies  presented  were  ordered  to  be  filed  with  the  secretary 
of  the  meeting. 

The  secretary  then  presented  and  read  the  notice  of  the  directors 
convening  the  meeting  together  with  his  affidavit  that  he  delivered 

personally,  or  deposited  in  the  post  office  at  . , 

at  least  thirty  days  before  . ,  19 ... ,  said  notice 

properly  addressed  to  each  stockholder  and  signed  by  a  majority  of 
the  directors  of  said  company. 

Thereupon,  the  secretary  presented  and  read  the  general  notice 
of  the  time,  place,  and  object  of  the  meeting,  together  with  a  cer¬ 
tificate  that  the  same  was  published  for  three  successive  weeks  in 

. ,  a  newspaper  of  general  circulation,  published  in 

the  city  of . ,  county  of . ,  and  state  of . 

Thereupon  it  was  moved  and  duly  seconded  that  said  notices, 
together  with  the  respective  proofs  of  personal  service  and  mailing 
and  publication  thereto  attached  as  hereinbefore  stated,  be  filed  and 
a  copy  thereof  be  spread  upon  the  minutes  of  the  meeting,  and  the 
same  was  unanimously  carried. 

Thereupon  Mr .  offered  the  following  resolution: 

RESOLVED,  that  the  common  capital  stock  of  the . 

Company  be  increased  from  .  dollars  to  the  sum 

of . dollars; 

and  moved  the  adoption  of  said  resolution. 

Such  motion  was  duly  seconded  by  Mr . 

and  thereupon  said  motion  that  said  resolution  be  adopted  was  sub¬ 
mitted  to  the  vote  of  the  stockholders  in  meeting  convened.  The 

wffiole  number  of  votes  cast  was .  all  of  which  were  in  the 

affirmative,  and  in  favor  of  said  motion  that  said  resolution  be 
adopted. 

The  whole  number  of  shares  of  the  company  having  voted  in  the 
affirmative,  and  in  favor  of  said  motion  that  said  resolution  be 
adopted,  the  resolution  was  thereupon  by  the  president  declared 
adopted. 
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The  following  resolution  was  then  presented,  and  on  motion  of 

Mr .  duly  seconded  by  Mr . .  the 

same  was  unanimously  adopted,  all  of  the  stockholders  of  the  com¬ 
pany  voting  therefor: 

RESOLVED,  That  the  president  of  the  corporation  be  instructed 
to  file  in  the  office  of  the  secretary  of  state  of  Illinois,  as  provided 
by  law,  certificates  verified  by  affidavit,  that  a  resolution  that  the 

common  capital  stock  of  the .  Company  be  increased 

from .  dollars  to .  dollars,  was  on 

. ,  19....,  duly  adopted  by  the  stockholders,  all 

the  votes  represented  by  the  whole  stock  of  said  corporation  being 
in  favor  of  the  adoption  of  said  resolution  and  voting  therefor,  and 
that  said  president  be  instructed  to  file  said  certificate  at  the  earliest 
possible  moment. 

On  motion  of  Mr . ,  the  meeting  was  adjourned. 


Secretary 

Notifying  the  Secretary  of  State.  As  soon  as  the  stock¬ 
holders  had  authorized  the  increase  in  capital  stock,  the 
secretary  of  the  company  prepared  the  following  certifi¬ 
cate  to  be  sent  to  the  secretary  of  state  at  Springfield,  Ill., 
on  a  form  provided  for  that  purpose: 

Certificate  of  Increase  of  Capital  Stock 

State  of  Illinois  } 

County  of  Cook  ^ 

I  hereby  certify  that  at  a  special  meeting  of  the  stockholders  of 

the . ,  held  at . ,  on  the . 

day  of . ,  19 ... ,  pursuant  to  notice  required  by  law, 

which  said  notice  was  delivered  personally  (or  deposited  in  the  post 
office,  properly  posted)  at  least  ten  days  before  the  time  fixed  for 
such  meeting,  properly  addressed  to  each  stockholder  and  signed  in 
the  manner  provided  in  the  by-laws  of  said  corporation,  stating  the 
time,  place,  and  object  of  such  meeting,  the  following  resolution  was 
adopted,  at  least  two-thirds  of  all  the  votes  represented  by  the  whole 
stock  of  said  corporation  issued  and  outstanding  voting  therefor: 

RESOLVED,  That  the  capital  stock  be  increased  from  $ . 

consisting  of . shares  of  the  par  value  of  $ . and 

.  shares  of  stock  of  no  par  value,  to  $ .  consisting 

of  .  shares  of  the  par  value  of  $ .  and  . . 

shares  of  no  par  value. 
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The  total  amount  of  capital  stock  already  authorized  is  $ . 

The  amount  of  the  increased  capital  stock  which  it  is  proposed 
to  issue  at  once  and  which  will  be  paid  for  in  cash  is  as  follows: 


shares  having  a  par  value  of  $ .  per  share  are 


(  Common  $ . 

[  Preferred  $ . 

shares  having  no  par  value  are 


Common  $ 
Preferred  $ 


The  amount  of  the  increased  capital  stock  which  it  is  proposed 
to  issue  at  once  for  property,  and  appraised  value  thereof  are  as 
follows: 


shares  having  a  par  value  of  S .  per  share  are 


(  Common  $ . 

\  Preferred  $ . 

shares  having  no  par  value  are 


Common  $ 
Preferred  $ 


The  location  and  a  general  description  of  such  property  are  as 
follows : 


Affix  Corporate  Seal  Here 

Attest : 


Secretary 

State  of  Illinois  \  „ 

County  of  Cook  £  '  ‘ 

I,  . .  being  duly  sworn,  declare  on  oath 

that  I  am  president  of  the  corporation  mentioned  in  the  foregoing 
certificate,  and  that  the  statements  therein  made  are  true  in  sub¬ 
stance  and  in  fact. 

In  witness  whereof,  I  have  hereunto  set  my  hand,  and  caused 
the  seal  of  said  corporation  to  be  affixed,  this . day  of 

. 19.... 


President 

Subscribed  and  sworn  to  before  me  this . day  of . 19. .. 


Notary  Public 
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Such  are  some  of  the  more  essential  forms  of  procedure 
in  corporate  organization.  Let  us  next,  beginning  with 
Executive  Manual  91,  strengthen  our  grasp  of  sound 
organizing  principles  by  a  constructive  analysis  of  the 
problem  of  reorganization.  We  shall  begin  with  reor¬ 
ganization  in  its  internal  aspects;  that  is,  with  reorgani¬ 
zation  of  the  operating  division,  with  a  view  toward 
bringing  about  the  smooth  functioning  of  all  the  inter¬ 
related  parts  of  a  business.  Then,  in  Executive  Manual 
92,  we  shall  deal  with  problems  of  financial  reorganiza¬ 
tion. 

Beginning  with  Executive  Manual  93,  we  shall  round 
out  our  training  in  business  management  by  a  brief  but 
comprehensive  study  of  the  legal  problems  of  business. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 

Note:  The  following  questions  are  based  on  the  experience  of  the 
Paramount  Motors  Company. 

1.  Would  it  have  been  satisfactory  from  the  point  of  view  of 
Seaver  to  have  the  option  agreement  signed  by  the  Paramount 
Motors  Company  rather  than  by  Farren  and  the  three  other  organ¬ 
izers?  □  Yes  □  No. 

2.  If  you  had  been  one  of  the  organizers  of  the  company  would 
you  have  considered  it  more  desirable  to  have  bought  the  patents 
from  Seaver  for  a  smaller  sum  in  cash  than  to  have  paid  him  $50,000 
in  stock?  □  Yes  □No. 

3.  Could  Seaver  have  recovered  damages  from  the  corporation 
if  it  had  refused  to  carry  out  the  preincorporation  agreement  to 
purchase  his  patents?  □Yes  □No. 

4.  If  the  president  of  the  company  sells  the  stock  held  at  present 
by  him  can  he  still  hold  office  for  the  rest  of  his  current  term? 

□  Yes  □  No. 

5.  Can  the  directors,  by  a  majority  vote  at  the  second  regular 
meeting  of  the  board,  provide  for  the  payment  df  $10  to  each 
director  for  his  attendance  at  each  meeting?  □Yes  □No. 

6.  At  a  later  meeting  of  the  board  of  directors  of  the  company, 
there  were  only  three  directors  present.  Under  the  by-laws,  can 
these  three  directors  in  the  absence  of  the  other  two  repeal  any  of 
the  by-laws?  □Yes  □No. 

7.  Does  the  statement  of  incorporation  give  the  company  suffi¬ 
cient  scope  for  future  development?  □Yes  □No. 

8.  If  a  director  of  the  Paramount  Motors  Company  dies,  is  it 
necessary  to  call  a  special  stockholders’  meeting  to  elect  his  successor? 

□  Yes  □  No. 

9.  Must  the  by-laws  of  the  company  be  amended  if  it  is  desired 
to  appoint  a  comptroller?  □Yes  □No. 

10.  In  the  event  that  it  became  very  difficult  to  dispose  of  the 
last  $50,000  of  capital  stock,  could  the  directors,  by  amending  the 
by-laws,  make  these  500  shares  preferred  as  to  assets  and  dividends? 

□  Yes  □  No. 
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Executive  Problem  90 
WHAT  MAY  DIRECTORS  DO? 

A  Study  in  the  Procedure  to  Be  Followed 
Accomplishing  Desired  Ends 

Under  the  LaSalle  Problem  Method 


C^SC^sS 


A  CORPORATION  is  an  artificial  being,  in¬ 
visible,  intangible,  and  existing  only  in 
contemplation  of  law.  ...  It  possesses  only 
those  properties  which  the  charter  of  its  crea¬ 
tion  confers  upon  it.  .  .  .  Among  the  most  im¬ 
portant  are  immortality  and  *.  .  .  individuality. 
.  .  .  By  these  means,  a  perpetual  succession  of 
individuals  are  capable  of  acting  for  the  promo¬ 
tion  of  the  particular  object,  like  one  immortal 
being.” 

Chief  Justice  Marshall  in  Dartmouth 
College  Decision. 

The  “perpetual  succession  of  individuals”  must, 
however,  follow  a  carefully  circumscribed  pro¬ 
cedure  in  promoting  “the  particular  object.” 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  90 
WHAT  MAY  DIRECTORS  DO? 

Corporations  can  find  a  legal  way  to  do  almost  any¬ 
thing  that  is  legitimate,  but  finding  that  way  often  re¬ 
quires  some  skill.  The  officers  and  directors  must  know 
what  they  can  and  cannot  do,  and  must  know  what  pro¬ 
cedure  to  follow  when  charter,  by-law,  or  statute  places 
an  obstacle  in  the  direct  road  to  the  action  which  they 
believe  it  wise  to  take. 

We  are  studying  the  problems  of  all  corporations  when 
we  study  the  problem  which  confronted  the  Paramount 
Motors  Company,  for  while  every  charter  and  every  set 
of  by-laws  is  different  and  the  statutes  vary  widely,  the 
kinds  of  problems  are  much  the  same  and  the  variations 
in  the  procedure  that  must  be  followed  in  solving  them 
wfill  readily  suggest  themselves. 

The  Paramount  Motors  Company,  the  corporation 
whose  charter  and  by-laws  are  given  in  this  manual,  has 
since  its  incorporation  met  many  problems  which  had  to 
be  brought  to  the  attention  of  the  board  of  directors  at 
their  meetings.  Among  the  problems  they  met  were  the 
following.  The  directors  in  all  cases  approved  the  sug¬ 
gestions  made  by  their  officers,  but  obstacles  were  en¬ 
countered  in  carrying  them  out. 

I.  The  treasurer,  John  Fredrickson,  was  out  of  town 
when  their  bank  notified  the  company  that  it  held  an 
order  bill  of  lading  with  a  draft  for  $610  attached,  cov¬ 
ering  a  shipment  of  material.  This  material  was  urgently 
needed.  The  shipment  had  been  expected  on  thirty-day 
terms,  but  there  was  no  time  to  haggle  about  that.  It 
was  impossible,  however,  for  the  company  to  draw  a 
check  and  take  up  the  draft  until  the  treasurer  returned, 
since  the  treasurer  alone  was  authorized  to  sign  checks. 

The  president  asked  that  Henry  Wilkinson,  the  cashier, 
also  be  authorized  to  sign  checks,  pointing  out  that  his 
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countersignature  as  president  of  the  corporation,  was  assurance  that 
Wilkinson  could  not  abuse  his  authority. 

2.  The  company  planned  to  put  up  a  plant  of  its  own  and,  three 
months  after  its  incorporation,  bought  a  well-situated  lot  in  the 
city’s  manufacturing  district.  About  a  month  later  the  officers  were 
approached  by  a  representative  of  a  company  whose  property  ad¬ 
joined  theirs.  He  stated  that  his  company  wras  very  anxious  to  get 
this  lot  and  wrould  pay  a  $2,000  premium  if  the  Paramount  Motors 
Company  would  agree  to  exchange  this  lot  for  another  lot  near  by 
which  was  of  the  same  size  and  equally  favorable  for  its  purposes. 
The  deal  would  have  to  be  closed  within  three  days,  however,  since 
he  had  secured  a  three-day  option  on  another  property  which  was 
less  favorable  but  which  his  company  would  have  to  take  if  it  did 
not  buy  from  the  Paramount  Company. 

The  Paramount  officials  recommended  that  the  trade  be  made. 

3.  Some  six  months  later,  the  officers  negotiated  with  a  Mr. 
Cramer  to  act  as  their  sales  manager.  Cramer  had  been  associated 
with  the  Orange  Taxi  Manufacturing  Company  and  wras  confident 
that  he  would  be  able  to  sell  the  Paramount  transmission  device  to 
that  company.  If  he  should  succeed  in  doing  this  it  would  be  a  fine 
thing  for  the  Paramount  Company,  since  other  automotive  manu¬ 
facturers  would  be  likely  to  follow  the  Orange  Company’s  lead. 

Mr.  Cramer  was  willing  to  come  with  the  Paramount  for  a  com¬ 
paratively  moderate  salary,  but  he  wanted  a  contract  which  would 
give  him  a  share  in  the  profits  made  on  the  business  he  brought  in, 
and  asked  that  if  he  succeeded  in  getting  a  $250,000  contract  from 
the  Orange  Company,  a  special  commission  be  paid  him  in  the  form 
of  $25,000  of  stock  in  the  Paramount  Motors  Company.  The  officers 
and  directors  were  much  pleased  with  Mr.  Cramer’s  proposition. 
The  secretary  pointed  out,  however,  that  but  $10,000  of  the  com¬ 
pany’s  stock  remained  unissued. 

4.  Some  three  months  after  Mr.  Cramer  was  made  sales  manager, 
he  asked  the  president  to  call  a  special  meeting  of  the  board  of 
directors'.  He  pointed  out  to  the  directors  that  practically  all  of  the 
company’s  products  had  been  sold  to  out-of-town  customers.  These 
customers  were  well  pleased  with  the  new  transmission  and  had  been 
willing  to  write  letters  expressing  their  approval.  Mr.  Cramer  thus 
had  good  documentary  evidence  regarding  the  way  in  which  the 
Paramount  transmission  worked  out  in  practice,  but  as  local  evi¬ 
dence  of  the  durability  of  this  device,  all  he  had  to  show  to  cus¬ 
tomers  who  called  at  the  plant  were  the  cars  which  the  company 
itself  owned  and  operated  as  demonstrators. 

He  suggested  that  it  would  pay  the  company  well  to  buy  four 
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busses  and  equip  them  with  the  Paramount  transmission  and  to 
operate  these  busses  from  the  manufacturing  district  where  the 
plant  was  located  into  the  heart  of  the  city.  These  busses  would 
fill  a  real  gap  in  the  city’s  transportation  system,  and  should  prove 
profitable;  but  the  greater  advantage  was  that  they  would  demon¬ 
strate  the  working  of  the  Paramount  transmission.  This  plan  met 
with  general  approval. 


Here  we  have  four  questions  which  the  officers  and  directors  of 
this  company  had  to  decide.  They  were  concerned  not  only  with 
the  desirability  of  the  plans  that  were  proposed  but  also  with  the 
procedure  by  which  these  plans  could  be  carried  out.  Had  you  been 
one  of  this  board  of  directors  and  had  you  been  asked  your  advice, 
what  would  your  answer  have  been? 
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